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INTRODUCTION

Beginning in 1996, certain news media reports alleged bias in the handling of tax-exempt
organization matters by the Internal Revenue Service (“IRS”). A list of some of the articles
addressing issues relating to the IRS’s handling of tax-exempt organizations is included in
Exhibit 1-1.

On February 25, 1997, then-IRS Commissioner Margaret Milner Richardson wrote to
Chairman Bill Archer of the House Committee on Ways and Means (“Ways and Means
Committee”) and Chairman William V. Roth, Jr., of the Senate Committee on Finance (“Finance
Committee™).! In her letter, Commissioner Richardson noted that recent media reports had
alleged politically targeted examinations of tax-exempt organizations by the IRS. Commissioner
Richardson requested the opportunity to provide to the Ways and Means Committee and the
Finance Committee information relating to these allegations, as authorized under section 6103(f)?
of the Internal Revenue Code (“the Code”). In addition, Commissioner Richardson requested the
opportunity to explore with Chairman Archer and Chairman Roth the possibility of using Code
section 6103(k)(3)° to permit the IRS to correct misstatements of fact regarding examinations of
tax-exempt organizations.

On March 24, 1997, Chairman Bill Archer, Vice Chairman William V. Roth, Jr., Senator
Daniel Patrick Moynihan and Congressman Charles B. Rangel of the Joint Committee on
Taxation (“Joint Committee”) sent a letter to then-Joint Committee Chief of Staff Kenneth J.
Kies.* In that letter, the Chairman, Vice Chairman, Senator Moynihan, and Mr. Rangel (“the
Members”) indicated their concern about recent reports alleging politically motivated treatment
of certain tax-exempt organizations and individuals by the IRS. Pursuant to section 8022 of the
Code,® the Members directed the staff of the Joint Committee (“Joint Committee staff”) to

1A copy of Commissioner Richardson’s letter is included as Exhibit 1-2.

2 Code section 6103(f) authorizes the disclosure of confidential taxpayer return
information to committees of Congress and the Chief of Staff of the Joint Committee on
Taxation.

® Code section 6103(k)(3) authorizes the Secretary of the Treasury, subject to the
approval of the Joint Committee on Taxation, to disclose information relating to a specific
taxpayer to the extent necessary for tax administration purposes to correct a misstatement of fact
published or disclosed with respect to the taxpayer’s return or any transaction of the taxpayer
with the IRS.

* A copy of this letter is included as Exhibit 1-3.

> Code sec. 8022 requires the Joint Committee, among other things, to investigate the
administration of the Federal system of taxes by the IRS.
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investigate whether the IRS’s selection of tax-exempt organizations (and individuals associated
with such tax-exempt organizations) for audit had been politically motivated. The investigation
was to include an analysis of the selection of such tax-exempt organizations for audit for reasons
related to their alleged political or lobbying activities. According to the Members, the scope of
the investigation was limited to tax-exempt organizations described in Code sections 501(c)(3)
and 501(c)(4) and individuals associated with such tax-exempt organizations. Because
allegations were also made concerning IRS handling of determination letter applications, a
review of these IRS processes was included within the scope of the Joint Committee staff
investigation.

Prior to commencement of the Joint Committee staff investigation, the then-IRS Office of
Inspection began an investigation of the same allegations in response to a referral made by then-
Assistant Commissioner of Employee Plans and Exempt Organizations Evelyn Petschek.® When
the IRS Office of Inspection began its investigation, the then-Treasury Inspector General
commenced a parallel investigation. Where applicable, this report references the findings and
recommendations of the IRS Office of Inspection and the Treasury Inspector General. In
addition, the Treasury Inspector General for Tax Administration (“TIGTA”) provided reports to
the Joint Committee staff on certain investigations conducted in response to referrals with respect
to organizations or individuals within the scope of the Joint Committee staff investigation.

This Report,” prepared by the Joint Committee staff, presents the following information:
an Executive Summary (Part 1); a summary of the allegations made (Part I1); the Joint Committee
staff findings (Part I11); a description of the methodology and scope of the Joint Committee staff
investigation (Part 1V); and a detailed description of the critical elements of the Joint Committee
staff investigation, including current IRS practices with respect to determination letters and
examinations, IRS handling of information items, and employee conduct practices and
procedures (Part V). Three exhibits are included: a list of articles relating to IRS handling of
tax-exempt organization matters (Exhibit 1-1), a letter from IRS Commissioner Margaret Milner
Richardson (Exhibit 1-2), and the letter directing the Joint Committee staff investigation (Exhibit
1-3). In addition, this Report contains two Appendices: Appendix A contains an overview of

® When the Joint Committee staff investigation began, both the IRS Office of Inspection
and the Treasury Inspector General had oversight and investigative responsibilities with respect
to allegations relating to the IRS and IRS employees. The IRS Restructuring and Reform Act of
1998 (“IRS Reform Act”) eliminated the IRS Office of Inspection and transferred all powers and
responsibilities of that office to a new Treasury Inspector General for Tax Administration. In
addition, the IRS Reform Act redefined the role of the existing Treasury Inspector General to
exclude responsibility for the IRS. References in this document to the IRS Office of Inspection
and the Treasury Inspector General are to those offices as in effect prior to the IRS Reform Act.

" This Report may be cited as follows: Joint Committee on Taxation, Report of
Investigation of Allegations Relating to Internal Revenue Service Handling of Tax-Exempt
Organization Matters (JCS-3-00), March 2000.
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tax-exempt organizations and a description of the IRS Office of Employee Plans and Exempt
Organizations® and Appendix B describes the present-law Federal tax rules applicable to the
lobbying and political activities of tax-exempt organizations.

& Pursuant to IRS Commissioner Rossotti’s reorganization plan for the IRS, the IRS
Office of Employee Plans and Exempt Organizations is being restructured into the Tax Exempt
and Government Entities Operating Division. Because the applicable IRS organization during
the course of the Joint Committee staff investigation was the IRS Office of Employee Plans and
Exempt Organizations, this document does not discuss the Tax Exempt and Government Entities
Operating Division.
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I. EXECUTIVE SUMMARY

Summary of allegations made concerning IRS handling of exempt organization matters

Beginning in 1996, allegations appeared in various media reports that the IRS was
engaged in politically targeted examinations of tax-exempt organizations. Additional allegations
were made in submissions to, and by individuals interviewed by, the Joint Committee staff in
connection with its investigation.

Some allegations related to IRS actions with respect to political and lobbying activities of
specific tax-exempt organizations. Other allegations related to more general targeting by the IRS
of organizations with views opposed to the Clinton Administration. These allegations can be
summarized as follows:

the IRS handling of determination letter requests for organizations perceived to represent
political views that were opposed to the Clinton Administration was biased;

. the IRS inappropriately granted determination letters or expedited the granting of
determination letters for organizations whose views were in line with those of the Clinton
Administration;

. the IRS handling of examinations of tax-exempt organizations (and individuals associated
with such organizations) that were opposed to or were critical of the Clinton
Administration’s policies was biased,;

. the IRS did not conduct examinations of organizations favored by the Clinton
Administration engaged in activities similar to other tax-exempt organizations that were
under examination;

. the IRS inappropriately initiated examinations of certain tax-exempt organizations in
response to information provided to the IRS by the White House or other influential
individuals (e.g., Members of Congress) whose views aligned with the Clinton
Administration and in opposition to the organizations targeted; and

. IRS employees assigned to cases of tax-exempt organizations whose views were in
opposition to the Clinton Administration exhibited bias in their handling of such cases.

Joint Committee staff investigation in general

The Joint Committee staff investigation focused on a review of (1) how the IRS generally
administered the law relating to the political and lobbying activities of tax-exempt organizations,
(2) how the IRS generally administered determination letter requests of tax-exempt
organizations, (3) how the IRS generally selected tax-exempt organizations for examination, and
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(4) the IRS handling of matters relating to certain specific tax-exempt organizations and
individuals associated with such tax-exempt organizations.

Joint Committee staff review of IRS handling of specific tax-exempt organizations and
individuals

The Joint Committee staff identified 142 tax-exempt organizations (and individuals
related to such organizations) that were potentially within the scope of the Joint Committee
investigation through the following sources: (1) media reports, (2) contacts from tax-exempt
organizations and individuals, (3) information provided by the IRS (including the IRS Office of
Inspection) and the Treasury Inspector General, and (4) information received from the Senate
Governmental Affairs Committee. From these sources, the Joint Committee staff identified more
than 130 organizations and individuals potentially within the scope of the investigation. The
Joint Committee staff received briefings and/or summary materials prepared by IRS National
Office personnel relating to each of these organizations or individuals. The Joint Committee
staff identified 83 organizations and individuals for which complete case file reviews were
conducted to evaluate IRS conduct with respect to the taxpayers.

The Joint Committee staff reviewed hundreds of boxes of case file material supplied by
the IRS with respect to the organizations and individuals identified as within the scope of the
Joint Committee staff investigation. In addition, the Joint Committee staff conducted in-depth
interviews of 57 current and former IRS employees, many of whom were directly or indirectly
involved in the cases of the organizations and individuals within the scope of the Joint
Committee staff investigation. Follow-up interviews were conducted with a number of IRS
employees to clarify inconsistencies in statements or to pursue additional information relating to
the cases in question. The Joint Committee staff reviewed personnel files of IRS employees in
certain circumstances.

The Joint Committee staff contacted organizations and individuals whose names had
appeared in media reports and invited the organizations to meet with Joint Committee staff or to
submit written responses to questions. The Joint Committee staff met with representatives of ten
organizations or individuals and received written submissions from a number of other
organizations.

Joint Committee staff review of other materials

In addition to the review of specific case file information with respect to organizations
and individuals within the scope of the Joint Committee staff investigation, the Joint Committee
staff reviewed extensive other information relating to IRS handling of tax-exempt organization
matters in general and other information that may be relevant to the cases within the scope of the
investigation. The Joint Committee staff review included the following information: (1) all
determination letter and examination data for tax-exempt organizations from 1990 through 1998,
(2) all Congressional correspondence to the IRS from 1995 through 1997, (3) IRS management
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information and reports from 1990-1997, (4) IRS correspondence and case tracking systems, (5)
Internal Revenue Manual procedures, (6) policies and procedures of the IRS, the Treasury
Department, and the White House with respect to conduct of employees and employee
involvement in specific taxpayer matters, (7) all allegations of employee misconduct with respect
to tax-exempt organization matters from 1990-1998, and (8) information supplied by the Justice
Department, the Treasury Department, and the White House.

Summary of Joint Committee staff findings

Most of the information supplied by the IRS to the Joint Committee staff in the course of
its investigation constitutes taxpayer return information that cannot be disclosed pursuant to
section 6103 of the Internal Revenue Code.® Thus, the Joint Committee staff findings do not
include any specific findings of the Joint Committee staff with respect to the organizations and
individuals within the scope of the Joint Committee staff investigation or any information that
might identify such organizations or individuals. These findings represent the general
conclusions drawn by the Joint Committee staff from its extensive review of IRS case file
information, other information received from the IRS, other Federal agencies, and other sources,
and interviews with relevant Federal employees and others.

IRS handling of tax-exempt organization determination letter requests

. The Joint Committee staff found no credible evidence that the IRS delayed or accelerated
issuance of determination letters to tax-exempt organizations based on the nature of the
organization’s perceived views.

. The Joint Committee staff found that determination letter applications forwarded to the
IRS National Office for handling took much longer on average for the IRS to process.
The Joint Committee staff found no credible evidence that the forwarding of certain
determination letter applications to the IRS National Office was the result of a deliberate
effort by IRS employees to subject organizations with views that opposed the Clinton
Administration to more intense scrutiny. The Joint Committee staff found that the delay
by the IRS National Office in processing the determination letter application of one
organization was unacceptably slow, but the Joint Committee staff found no credible
evidence either of bias by IRS employees or other political intervention causing the delay.

° Under section 6103(f)(4), the Chief of Staff of the Joint Committee may receive
taxpayer return information from the IRS. However, such Chief of Staff may not disclose any
taxpayer return information received. Unauthorized disclosure of tax return information
protected under section 6103 is a felony punishable by a fine of up to $5,000, imprisonment for
up to five years, or both.
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IRS handling of tax-exempt organization examinations

The Joint Committee staff found no credible evidence that tax-exempt organizations were
selected for examination, or that the IRS altered the manner in which examinations of
tax-exempt organizations were conducted, based on the views espoused by the
organizations or individuals related to the organization.

The Joint Committee staff found no credible evidence of intervention by Clinton
Administration officials (including Treasury Department and White House officials) in
the selection of (or the failure to select) tax-exempt organizations for examination.

The Joint Committee staff found that certain cases involving high-profile tax-exempt
organizations and individuals received intense internal review and scrutiny by the IRS;
however, the Joint Committee staff found no credible evidence that such increased review
or scrutiny was politically motivated.

The Joint Committee staff found that the interaction between the Office of IRS Chief
Counsel and the Office of the Assistant Commissioner (Employee Plans and Exempt
Organizations) with respect to technical advice requests results in significant delays in the
processing of such requests and contributes to a reluctance by certain IRS Key District
Office employees to submit such requests for technical advice. These delays contributed
to a perception that the IRS was not treating all tax-exempt organizations consistently.
The Joint Committee staff concluded that the delays in processing such requests were
unnecessarily excessive in some cases.

The Joint Committee staff found no credible evidence that the IRS had improperly
targeted for examination individuals related to tax-exempt organizations within the scope
of the Joint Committee staff investigation.

IRS use of information items in the tax-exempt organization area

The Joint Committee staff found no credible evidence that the IRS systematically used
information items (such as media reports, letters from Members of Congress, letters from
taxpayers, etc.) to identify for examination tax-exempt organizations that espouse views
that are opposed to the political views of the Clinton Administration. Prior to the middle
of 1998, most IRS Key District Offices destroyed information items when a decision was
made not to pursue the item. Thus, the Joint Committee staff could not evaluate whether
there was a pattern of behavior by the IRS in the handling of information items that
resulted in certain organizations being selected for examination and other organizations
engaged in similar activities not being selected for examination. The Joint Committee
staff found that the IRS had initiated examinations of certain tax-exempt organizations
with views clearly in opposition to the Clinton Administration based on media reports
and other information items provided to the IRS. The Joint Committee staff found that
the IRS also initiated examinations of organizations that would be considered supportive
of the Clinton Administration based on such information items.
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The Joint Committee staff found a few instances in which the stated IRS National Office
policy of sending information items without comment to the appropriate IRS Key District
Office was not followed and the IRS National Office memorandum transmitting an
information item contained statements as to the IRS National Office view of either the
law or the relevance of the information item. The Joint Committee staff did not find any
credible evidence that the IRS National Office attempted to influence IRS Key District
Office decisions on whether to initiate examinations of tax-exempt organizations.

Certain media reports raised issues relating to statements attributed to an IRS employee
concerning the handling of Congressional inquiries relating to tax-exempt organizations.
According to the reports, the IRS employee allegedly stated (1) that IRS employees had
been or were shredding documents identifying the names of Members of Congress and
their staff as the sources of examination requests and (2) suggesting ways to disguise
information items received from Members of Congress. The Joint Committee staff
reviewed documentation provided by the IRS relating to the IRS employee’s statements.
According to the documentation, the IRS employee’s statements concerning the
shredding of documents related to the previous practice in the IRS Key District Offices of
destroying information items that did not result in an audit. The employee’s statements
with respect to the attribution of information items received from Members of Congress
related to the concern raised by an IRS Office of Inspection Internal Audit report
(discussed in detail below) that recommended identifying a media report as the source of
an information item relating to a tax-exempt organization even if a taxpayer or a Member
of Congress forwards such media report to the IRS.

The Joint Committee staff found no credible evidence that Congressional inquiries had
improperly altered the manner in which the IRS handled tax-exempt organization cases.

The Joint Committee staff found no credible evidence that information items forwarded
to the IRS by the Treasury Department or the White House were given more weight by
the IRS than information items received from other sources.

Employee misconduct with respect to tax-exempt organization matters

The Joint Committee staff found no credible evidence that any IRS employee had
improperly altered the outcome of a tax-exempt organization case. The Joint Committee
staff found that the IRS had procedures in place to ensure that political appointees, such
as the Commissioner of Internal Revenue and the IRS Chief Counsel, did not generally
become involved in the resolution of issues relating to specific taxpayers.

The Joint Committee staff found that allegations of IRS employee misconduct with
respect to organizations within the scope of the Joint Committee staff investigation that
were referred to the IRS Office of Inspection were thoroughly investigated by IRS
management and the IRS Office of Inspection and disciplinary action, if warranted, was
taken.



The Joint Committee staff found that instances of employee misconduct or other issues
relating to organizations within the scope of the Joint Committee staff investigation that
were referred to the Treasury Inspector General’s office were lost, misplaced, or not
investigated by the Inspector General. The Joint Committee staff found no credible
evidence that this failure to investigate referrals by the Inspector General’s office
occurred as a result of a concerted effort to protect high-ranking IRS and Treasury
Department officials. Rather, it appeared that these failures to investigate resulted from
lack of accountability, recordkeeping failures, and incompetence within the Inspector
General’s office.

The Joint Committee staff identified eight instances of alleged IRS employee misconduct
relating to organizations within the scope of the Joint Committee staff investigation.
With respect to these eight instances, the Joint Committee staff found the following:

« Two instances related to statements made by IRS employees to representatives of tax-
exempt organizations under examination by the IRS. In each instance, the IRS
employee’s statements were interpreted by the representative of the tax-exempt
organization to indicate that there was bias in the handling of the examination by the
IRS. The Joint Committee staff found that the IRS employees’ statements were
ambiguous. In addition, based upon interviews of IRS employees by the Joint
Committee staff and based upon records of interviews conducted by the IRS Office of
Inspection and the Treasury Inspector General, the Joint Committee staff found that the
IRS employees did not intend their statements to mean what the statements had been
interpreted to mean by the representatives of the tax-exempt organizations.

 Three instances related to allegations made by tax-exempt organizations that IRS
employees assigned to the tax-exempt organizations’ cases were biased, based generally
on information the tax-exempt organization had about the political views of the IRS
employees. In one instance, the case was transferred to the IRS National Office based
on the issues involved and the IRS employee had no further involvement in it. In the
other two instances, the IRS either reassigned the case in question to another IRS
employee or added IRS employees to the case to ensure that individual IRS employee
bias would not occur.

 One instance related to an allegation that IRS employees had violated the church audit
procedures contained in Code section 7611. The Joint Committee found that the
contact made by IRS employees was done to educate the relevant church as to the law
with respect to impermissible political campaign intervention by organizations
described in section 501(c)(3). See the discussion in Part I11.B., concerning the Joint
Committee staff’s findings with respect to the church audit procedures.

» One instance involved allegations of potential misconduct identified by one IRS
employee with respect to the actions of the employee’s supervisor. Based on the
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available information and evidence and the statements of the IRS employee and the
employee’s supervisor, the Joint Committee staff found no credible evidence that the
supervisor had acted in a manner intended to influence improperly either the initiation
or conduct of examinations of tax-exempt organizations.

 One instance involved an allegation of an improper attempt to obtain information by an
employee of the Office of IRS Chief Counsel with respect to the examination of a tax-
exempt organization within the scope of the Joint Committee staff investigation. The
Joint Committee staff found no credible evidence that the employee had acted in a
manner intended to influence improperly the handling of the examination by the IRS.

Allegations of IRS employee misconduct with respect to the handling of tax-exempt
organization cases are not recorded in a single IRS data base and the IRS does not have a
comprehensive system in place to identify all such allegations. In order to respond to
Joint Committee staff requests with respect to allegations of employee misconduct, the
IRS surveyed managers in the IRS National Office and IRS Key District Offices to
determine their recollections of any such allegations. This manager survey identified one
allegation that was also identified through one of the two relevant IRS databases.
However, due to the lack of a comprehensive data base, the Joint Committee staff was
unable to evaluate systematically whether all instances of alleged IRS employee
misconduct with respect to tax-exempt organizations within the scope of the Joint
Committee staff investigation were located.

The Joint Committee staff found evidence of two nonroutine contacts of IRS employees
made by White House and Treasury officials.

« In the first instance, the Joint Committee staff found evidence of a single nonroutine
direct contact in 1997 between White House officials and the IRS in which the White
House officials appear to have attempted to obtain taxpayer return information to which
they were not entitled under section 6103. Because the tax-exempt organization in
question was not an organization described in section 501(c)(3) or (c)(4), the contact
was outside of the scope of the Joint Committee investigation and, therefore, was not
extensively reviewed. However, limited materials reviewed by Joint Committee staff
indicated that the contact related to the status of certain forms filed by members of a
tax-exempt organization. It appears that White House officials initially contacted
employees in the Treasury Office of Tax Policy and were referred, in apparent violation
of Treasury Order 107-05, directly to the IRS. The White House officials then, in
violation of written White House policies, contacted directly several IRS employees
(none of whom worked in the Exempt Organization Division) and attempted to secure
taxpayer return information. The Joint Committee staff found that the IRS employees
involved (1) refused to disclose taxpayer return information protected under section
6103; and (2) promptly referred the contact to the Treasury Inspector General.
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« In the second instance, a Treasury Department official was alleged to have made a 1995
inquiry to IRS employees concerning the status of an examination of a tax-exempt
organization within the scope of the Joint Committee staff investigation. One of the
IRS employees contacted in connection with the inquiry was sufficiently concerned
about the nature of the contact that a referral was made to the IRS Office of Inspection.
As the matter pertained to a Treasury Department official, the IRS Office of Inspection
referred the matter to the then-Treasury Inspector General’s office.’* The Treasury
Inspector General did not act upon the referral until it was brought to the Inspector
General’s attention during the Joint Committee staff investigation during 1997. When
asked about the referral by the Joint Committee staff, the Treasury Inspector General’s
office could not locate it and had no record of any action taken with respect to the
referral. Materials received by the Joint Committee staff from the Treasury Inspector
General’s office in 1999 indicate that the Inspector General received a copy of the
referral in July 1997 and assigned an investigator to it. There was no evidence of any
other action by the Treasury Inspector General with respect to this referral after
September 1997. During 1999, following further Joint Committee staff inquiries with
respect to the referral, the Treasury Inspector General for Tax Administration
investigated the allegations made with respect to this contact and found that the
evidence concerning the nature of the contact made by the Treasury official was
inconclusive. However, the Treasury Inspector General for Tax Administration did not
find any evidence that the IRS handling of the examination of the tax-exempt
organization in question was improper. The Joint Committee staff interviewed all
parties involved in this contact and reviewed IRS and Treasury records, including the
relevant case file. The Joint Committee staff found no credible evidence that the
contact by the Department of Treasury employee influenced the conduct or outcome of
the examination.

Other investigations

Prior to and during the Joint Committee staff investigation, the IRS Office of Inspection,
the Treasury Inspector General, and the Treasury Inspector General for Tax Administration
conducted a number of investigations into the IRS processes relating to tax-exempt organizations
generally and into allegations relating to IRS employee handling of certain cases specifically.
The Joint Committee staff had access to all information obtained by or generated by these offices
in connection with the various investigations.

19 There is conflicting information regarding the timing of the referral by the IRS Office
of Inspection to the Treasury Inspector General. IRS Office of Inspection records indicate that
the referral was forwarded in 1995; however, the Treasury Inspector General’s office had no
record of receiving the referral prior to July, 1997.
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Il. SUMMARY OF ALLEGATIONS

Present-law section 501(c) provides for 27 different categories of nonprofit organizations
that generally are exempt from Federal income tax.** The IRS Office of the Assistant
Commissioner Employee Plans and Exempt Organizations™ is responsible for administering the
law relating to such tax-exempt organizations.

Prior to the commencement of the Joint Committee staff investigation, allegations were
made through certain media reports that the IRS was engaged in politically targeted examinations
of tax-exempt organizations.”®* For example, a Wall Street Journal editorial on January 9, 1997,
indicated that there had been charges made that IRS audits of tax-exempt organizations were
politically motivated.** A January 17, 1997, article in the Washington Times stated that a spot
survey of tax-exempt organizations that were perceived to be “right of center” found that at least
seven of such organizations were under examination by the IRS and a spot survey of prominent
“liberal” groups found none of such organizations were under examination.™® Additional
allegations were made in other media reports and in submissions to, and by individuals
interviewed by, the Joint Committee staff in connection with its investigation.

In general, the allegations can be summarized as follows:

(1) the IRS delayed or refused to issue determination letters to certain organizations
either because the organization was perceived to represent views that were opposed to the
Clinton Administration or because individual IRS employees were opposed to the views of the
organization;

1 These so-called “tax-exempt organizations” generally are exempt from Federal income
tax on income derived from activities that are substantially related to their exempt purposes and
on their investment income. Such organizations generally are subject to tax on any income
derived from regularly carried on business activities that are not substantially related to their
exempt purposes.

12 Under Commissioner Rossotti’s reorganization plan, this office is being reorganized
into the Tax-Exempt and Government Entities Operating Division.

3 See Exhibit 1-1 for a listing of some of these articles.

14 «politics and the IRS,”” Review and Outlook, The Wall Street Journal, January 9,
1997.

5 Scarborough, Rowan, “IRS audits target conservative groups,” The Washington
Times, January 17, 1997.
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(2) the IRS inappropriately granted determination letters or expedited the granting of
determination letters for organizations whose political views were in line with those of the
Clinton Administration;

(3) the IRS targeted for examination tax-exempt organizations (and individuals
associated with such organizations) that opposed or were critical of the Clinton Administration’s
policies and did not examine organizations that espoused policies favored by the Clinton
Administration;

(4) the IRS subjected tax-exempt organizations opposed to the Clinton Administration to
more intensive and intrusive examinations than the examinations to which other organizations
were subjected;

(5) the IRS inappropriately initiated examinations of certain tax-exempt organizations in
response to information provided to the IRS by the White House or other influential individuals
(e.g., Members of Congress) whose views aligned with the Clinton Administration in opposition
to the organizations targeted,

(6) IRS reliance on information received from third parties, including media reports, in
the examination selection process created an indirect bias inherent in the audit selection process
against organizations with views opposed to the Clinton Administration; and

(7) the actions of certain IRS employees assigned to audits of tax-exempt organizations
whose views were in opposition to the Clinton Administration raised questions concerning the
IRS’s handling of the audit.

Although some of the allegations related to IRS actions with respect to political and
lobbying activities of specific tax-exempt organizations, other allegations related to more general
targeting by the IRS of organizations with views opposed to the Clinton Administration. Thus,
the Joint Committee staff investigation focused on a review of (1) how the IRS generally
administered the law relating to the political and lobbying activities of tax-exempt organizations,
(2) how the IRS generally administered determination letter requests of tax-exempt
organizations, (3) how the IRS generally selected tax-exempt organizations for audit, and (4) the
IRS handling of matters relating to certain specific tax-exempt organizations.
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1. INVESTIGATION FINDINGS

Most of the information supplied by the IRS to the Joint Committee staff in the course of
its investigation constitutes taxpayer return information that cannot be disclosed pursuant to
section 6103 of the Internal Revenue Code.'® Thus, the Joint Committee staff findings below do
not include any specific findings of the Joint Committee staff with respect to the organizations
and individuals within the scope of the Joint Committee staff investigation or any information
that might identify such organizations or individuals. These findings represent the general
conclusions drawn by the Joint Committee staff from its extensive review of IRS case file
information, other information received from the IRS, other Federal agencies, and other sources,
and interviews with relevant Federal employees and others.

A. Determination Letter Process

Allegations

With respect to the IRS’s handling of determination letter requests of tax-exempt
organizations, allegations were made that: (1) the IRS had delayed or refused to issue a
determination letter to certain organizations either because the organization was perceived to
represent views that were opposed to the Clinton Administration or because individual IRS
employees were opposed to the views of the organization; or (2) the IRS had granted
determination letters or expedited the granting of determination letters for organizations whose
views were more in line with those of the Clinton Administration. Of the specific cases
identified by the Joint Committee staff and the IRS as relevant to the Joint Committee
investigation,' nine involved allegations relating to the handling of determination letter requests.

Findings

. The Joint Committee staff found no credible evidence that the IRS had delayed or
accelerated issuance of determination letters to tax-exempt organizations based on the
nature of the organization’s perceived views.

. The Joint Committee staff found that determination letter applications that were merit
screened (i.e., approved by a technical screener on the basis of information contained in
the application) were processed, on average, much faster than other determination letter
applications. The Joint Committee staff found no credible evidence that IRS employees
selectively processed applications of tax-exempt organizations through the merit

16 Unauthorized disclosure of tax return information protected under section 6103 is a
felony punishable by a fine of up to $5,000, imprisonment for up to five years, or both.

17 See the discussion in Part IV., concerning the process by which cases were identified
as relevant to the Joint Committee staff investigation.
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screening process nor did the Joint Committee staff find any evidence of IRS bias with
respect to the determination letter applications that were merit screened. The Joint
Committee staff found that the procedures for merit screening of determination letter
applications for tax-exempt organizations were sufficiently structured and controlled as to
make the possibility of such selectivity or bias remote.

. The Joint Committee staff found that certain determination letter applications took much
longer than average for the IRS to process. In particular, determination letter applications
that were forwarded to the IRS National Office took much longer, on average, to process
than applications processed at the IRS Key District Office level. The Joint Committee
staff found that delays at the IRS National Office and IRS Key District Office levels were
caused by a variety of factors, including (1) taxpayer delays in responding to IRS requests
for information, (2) IRS workload constraints, and (3) internal IRS disputes concerning
interpretations of present law. The Joint Committee staff found that the delay in
processing the determination letter application of one organization was unacceptably
slow, but the Joint Committee staff found no credible evidence of either bias by IRS
employees or inappropriate intervention by IRS employees or other individuals causing
the delay.

. The Joint Committee staff found that there were inconsistencies in the way in which
certain determination letter applications were handled by the IRS. Some taxpayers were
granted determination letters in a fairly routine manner by an IRS Key District Office
while the determination letter applications of other taxpayers with apparently similar
issues were forwarded by a different IRS Key District Office to the IRS National Office
for handling. However, the Joint Committee staff found no credible evidence that any
one IRS Key District Office handled similar determination letter applications
inconsistently. Further, the Joint Committee staff found no credible evidence that the
forwarding of certain determination letter applications to the IRS National Office was the
result of a deliberate effort by IRS employees to subject organizations with views that
opposed the Clinton Administration to more intense scrutiny. The inconsistencies in
treatment could be traced to (1) differences in the statements made by organizations on
their determination letter applications as to the organizations’ purposes, (2) the failure of
IRS employees to understand the circumstances under which determination letter
applications should be forwarded to the IRS National Office, and (3) differences in
information provided to the IRS relating to potential operations of the organizations in
guestion.

Observations
The nine determination letter applications reviewed by the Joint Committee staff were

received by the IRS during a period of time in which hundreds of thousands of determination
letter applications were received and processed. The Joint Committee staff found no credible
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evidence of determination letter applications being handled differently by the IRS depending on
the nature of the organization’s perceived political views.

However, the differences in the manner in which certain determination letter applications
were handled may have created perceptions of bias or inconsistent treatment by the IRS. To
counter these perceptions, the IRS needs to work aggressively to ensure that these perceptions do
not occur. Certain changes in IRS operations that have occurred subsequent to the inception of
the Joint Committee staff investigation are steps in the right direction.

For example, the move by the IRS to centralize the processing of determination letter
requests in a single IRS Key District Office may address certain of the problems identified by the
Joint Committee staff. With centralization of the determination letter process, IRS management
(through the Review staff function) should be better able to monitor the handling of
determination letter cases to ensure that (1) merit screenings are done in appropriate
circumstances, (2) consistent standards are applied to determine whether an application should be
forwarded to the IRS National Office, and (3) workload problems that create delays in processing
are minimized.

A problem that will not be addressed by centralization of the processing of determination
letter requests is the additional delays that occur when such requests are forwarded to the IRS
National Office. In such cases, disputes between the IRS Assistant Commissioner’s office and
the IRS Office of Chief Counsel on interpretations of present law can significantly increase the
time it takes the IRS to process a determination letter application.’® These delays may contribute
to the perception that the IRS’s handling of certain cases is biased or politically motivated. The
Joint Committee staff recommends that the IRS adopt internal procedures and controls to ensure
that such internal disputes do not delay inappropriately the processing of determination letter
applications.

18 See the discussion of this issue in Part I11.B.
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B. Examination Process

Allegations

Allegations were made that the IRS targeted for audit tax-exempt organizations that
opposed, or were critical of, the Clinton Administration’s policies. A variation of this allegation
was that, among tax-exempt organizations audited, those that were opposed to the Clinton
Administration generally were subjected to more intensive and intrusive audits than were other
organizations.

Under some circumstances, allegations were made that individual IRS employees were
biased against organizations with views that opposed those of the Clinton Administration. In
other instances, it was alleged that members of the Clinton Administration exerted pressure on
IRS employees to initiate audits of tax-exempt organizations (or individuals related to tax-
exempt organizations) whose views were opposed to the Clinton Administration. See the
discussion in Part 111.D. for the Joint Committee staff findings relating to this element of the
investigation.

Conversely, it was alleged that organizations that espoused policies favored by the
Administration were not audited.

In addition to the allegations of direct bias, there were allegations of indirect bias inherent
in the process by which the IRS selects organizations for audit because of reliance on information
received from third parties, including the media. These allegations are specifically addressed in
Part I11.C.

Of the specific cases identified by the Joint Committee staff and the IRS as relevant to the
Joint Committee staff investigation, 121 related to the initiation (or failure to initiate) and the
conduct of audits of tax-exempt organizations and/or individuals related to such organizations.

Findings

. The Joint Committee staff found no credible evidence that tax-exempt organizations were
selected for examination based on the views espoused by the organizations or individuals
related to the organization.

. The Joint Committee staff found no credible evidence that the IRS altered the manner in
which an examination was conducted based on the views espoused by the organization or
individuals related to the organization.

. The Joint Committee staff found no credible evidence of intervention by Clinton

Administration officials in the selection of (or the failure to select) tax-exempt
organizations for examination.
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The Joint Committee staff found that certain cases involving high-profile tax-exempt
organizations and individuals received more internal review and scrutiny by the IRS;
however, the Joint Committee staff found no credible evidence that such increased review
or scrutiny was politically motivated. In some cases, the increased scrutiny appeared to
be an effort by the IRS to ensure that the audit was conducted in a fair and impartial
manner. In other cases, the increased scrutiny appeared to be motivated by concerns over
potential negative media reports relating to IRS actions.

In its review of the IRS tax-exempt organization examination function, the Joint
Committee staff found that the interaction between the Office of IRS Chief Counsel and
the IRS Assistant Commissioner (Employee Plans and Exempt Organizations) with
respect to technical advice requests results in significant delays in the processing of such
requests and contributes to a reluctance by certain IRS Key District Office employees to
submit such requests. Disputes between IRS Chief Counsel attorneys and IRS National
Office Exempt Organization Division employees with respect to interpretations of
present-law rules relating to impermissible political campaign intervention leads to
unacceptable delays in the processing of technical advice requests. These delays
contribute to the perception that the IRS is not treating all tax-exempt organizations
consistently. While the interaction between the Office of IRS Chief Counsel and the
Assistant Commissioner’s office create institutional safeguards that protect against bias
on the part of any one IRS employee from influencing the outcome of a technical advice
request, the Joint Committee staff concluded that the delays in processing such requests
were unnecessarily excessive in one case.

The Joint Committee staff found no credible evidence that certain tax-exempt
organizations were subjected to more intrusive examinations than other organizations.
As part of the review of this allegation, the Joint Committee staff found that a number of
the cases within the scope of the Joint Committee staff investigation were coordinated
examination program (“CEP”) examinations. Because of the higher level of scrutiny by
the IRS in the case of a CEP examination, the Joint Committee staff reviewed the extent
to which the cases within the scope of the Joint Committee investigation were properly
treated as CEP cases. The Joint Committee staff found no credible evidence that the IRS
used the CEP program improperly to subject tax-exempt organizations to more intrusive
audits.

Certain of the allegations investigated by the Joint Committee staff related to IRS actions
with respect to churches, particularly with respect to alleged impermissible political
campaign activity by certain churches. Under present law, special procedures are
statutorily required to be followed by the IRS prior to initiation of an examination of a
church. These procedures are referred to as the “church audit procedures.” The Joint
Committee staff found that the church audit procedures, while providing important
safeguards against the IRS engaging in unnecessary examinations of churches, also have
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the effect of (1) making it more difficult for the IRS to initiate an examination of a church
even if there is clear evidence of impermissible activity on the part of the church and (2)
hampering IRS efforts to educate churches with respect to actions that are not
permissible, such as what constitutes impermissible political campaign intervention.

. The Joint Committee staff found no credible evidence that the IRS improperly targeted
for examination individuals related to organizations within the scope of the Joint
Committee staff investigation. With respect to such individuals, the Joint Committee
staff found that (1) individuals who alleged that their tax returns had been selected for
examination by the IRS had not been so selected or (2) the IRS had used normal audit
selection processes to identify an individual's return for examination.

Observations

Procedural problems

While the Joint Committee staff found no credible evidence of political bias in the IRS’s
selection of tax-exempt organizations for audit or the conduct of such audits, the Joint
Committee staff did identify certain procedural and substantive problems with IRS audit
processes that may have contributed to a perception of unfairness and may have hampered the
IRS’s ability to demonstrate unbiased treatment.

From a procedural standpoint, the Joint Committee staff noted that the IRS needs to
improve recordkeeping with respect to the reasons that a tax-exempt organization is or is not
selected for audit (e.g., handling of third party referrals). No standardized requirements were
previously in place regarding the tracking, retention, or evaluation of referrals; in many cases,
referrals that did not result in an audit were thrown away, preventing the Joint Committee staff
from conducting any meaningful analysis of organizations selected for examination versus those
not selected. In addition, every IRS Key District Office operated under differing standards,
resulting in a lack of nationwide procedural uniformity. In response to the 1997 Internal Audit
report, the IRS has implemented a new system whereby all information items are tracked,
evaluated, and retained in a standardized manner throughout every IRS Key District Office with
audit responsibilities.® If properly utilized, the new system should correct past inadequacies and
should assist the IRS in demonstrating the impartiality of its selection process should the need to
do so arise again.

Further, although the IRS maintains a computerized database through which it can
identify tax-exempt organizations that are currently, or have been, under examination, the quality
of the information contained in the database varies in detail and reliability. For example, when a
tax-exempt organization is under examination, the IRS database is required (under IRS
procedures) to identify the primary issues involved in the audit. However, senior IRS officials
admit that IRS employees commonly use inconsistent or no issue codes when the database is

19 See the detailed discussion of the Internal Audit report in Part V.C.
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updated. Thus, it is very difficult to identify tax-exempt organizations in the various IRS Key
District Offices that have the same issues under audit. It is difficult for an independent review of
IRS practices to obtain an accurate summary of IRS examination activity given these database
failures. Improved communications with and training of IRS employees about the importance of
ensuring that accurate information is maintained in IRS databases may help resolve some of these
problems.

The IRS needs to improve communications with taxpayers to ensure that taxpayers are
aware of the reason for and timing of examinations. Evasiveness on the part of IRS employees
gives rise to unnecessary suspicions on the part of taxpayers. Legislative requirements regarding
information to be provided to taxpayers that was enacted as part of the IRS Reform Act should be
helpful in this regard.?

In addition, the IRS should consider additional training of its employees with respect to
taxpayer communications. In a number of cases reviewed by Joint Committee staff, statements
made to taxpayers by IRS employees gave rise to suspicions that the IRS was treating a tax-
exempt organization unfairly or in a manner inconsistent with the treatment of other taxpayers.
When questioned about these statements by Joint Committee staff, the IRS employees indicated
that they did not intend the statements to be interpreted as they were by the taxpayers.

Substantive law

The law regarding political and lobbying activities of tax-exempt organizations
contributes to a perception of disparate treatment of tax-exempt organizations. The rules are
complex and rely heavily on facts and circumstances determinations with respect to which
reasonable individuals might reach different conclusions.

Given the ambiguities and complexities inherent in present law, the IRS needs to develop
and implement consistent substantive ruling positions on political and lobbying activities of tax-
exempt organizations and consistent procedures for handling difficult issues. The decentralized
nature of the IRS examination process means that the IRS Key District Offices have complete
autonomy with respect to the handling of examination cases. Accordingly, it is imperative that
the IRS Key District Offices have sufficient guidance to evaluate substantive issues. The lack of
such guidance at the IRS Key District Office level results in what are apparent policy reversals as
a case moves through the IRS. Facts and issues are developed at the IRS Key District Office
level; if such findings are adverse to the taxpayer such that revocation of tax-exempt status would
result, the case is moved up the chain of review, ultimately to the IRS National Office. While
such review is desirable, it may result in what appears to the taxpayer to be inconsistent IRS

% The IRS Reform Act contained a number of provisions to improve IRS disclosure of
information and notice to taxpayers, including a requirement that the IRS include in Publication 1
a description of the criteria and procedures for selecting taxpayers for examination.
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positions if the IRS National Office takes a position inconsistent with the IRS Key District Office
position.

The present system for providing formal guidance (e.g., Technical Advice Memoranda) to
the IRS Key District Offices exacerbates the perception of inconsistent treatment and bias that
may have led to the allegations resulting in the Joint Committee staff investigation. The manner
in which difficult issues are handled results in significant delays in final IRS decisions. Taxpayer
favorable results in the IRS Key District Offices are not subjected to the same level of review as
taxpayer adverse results. Thus, cases involving taxpayer favorable results are resolved more
expeditiously. These systemic problems are particularly pervasive in cases involving difficult
legal issues.

The interactions between IRS National Office and IRS Key District Office employees and
between the Office of IRS Chief Counsel and attorneys in the IRS District Counsel offices
contribute to perceptions of bias. When formal guidance is requested by IRS Key District Office
and IRS District Counsel employees, the time taken to process a case can be extended
significantly. IRS Key District Office employees interviewed by Joint Committee staff indicated
that they were reluctant to submit cases to the IRS National Office through the Technical Advice
Request process because of the additional time it took to close a case submitted for technical
advice. Taxpayers may perceive that these delays result from bias by IRS employees.

Another factor that may contribute to perceptions of bias is that informal guidance
provided by IRS National Office personnel and Office of IRS Chief Counsel attorneys may be
based on an incomplete understanding of the facts in a case. In addition, informal guidance to
IRS Key District Office and IRS District Counsel employees may result in miscommunication
with respect to the guidance being provided, particularly if the legal issues, such as what
constitutes impermissible lobbying and political activity, are difficult. These
miscommunications lead on occasion to changes in IRS position that taxpayers may believe
result from IRS employee bias.

There often are differences of opinion throughout the IRS as to the proper interpretation
of the law for a given set of facts. On the one hand, such internal debate helps to ensure that a
final position is well-considered. On the other hand, such internal debate may result in
institutional paralysis. In several cases the Joint Committee staff reviewed, the latter result
occurred. In this regard, the role of the Office of IRS Chief Counsel vis-a-vis the IRS National
Office is critical to consider. In the last several years, certain tax-exempt organization
examinations were delayed because of disputes in the interpretation of present law between the
Office of IRS Chief Counsel and the IRS National Office. No formal system exists by which
such disputes are resolved although there is a reconciliation process by which the issue in dispute
is reviewed by high ranking IRS officials. In some instances, this process resulted in
unacceptable delays in the processing of cases. These delays can result from a disagreement
essentially between two employees -- the employee responsible for a case in the IRS National
Office and an attorney in the Office of IRS Chief Counsel. In recent cases, the IRS National
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Office and the Office of IRS Chief Counsel formed working groups to try to address legal issues
submitted to the IRS National Office through the technical advice request process. In at least one
instance, the working group method was utilized because the statute of limitations for the
organization under audit was expiring within a relatively short period of time. The IRS should
consider formalizing this working group procedure to improve the analysis of legal issues at the
IRS National Office level and to speed the processing of such issues in cases presenting difficult
legal issues or issues of first impression. The use of a working group would also reduce the
likelihood that a single employee (either in the IRS National Office or in the Office of IRS Chief
Counsel) will delay the processing of a case.

IRS management also needs to ensure that adequate controls of case inventories are in
place to assure that overage cases (i.e., cases that have exceeded the time recommended by the
IRS National Office for completion) are handled as expeditiously as possible, particularly with
respect to cases forwarded to the IRS National Office.

Certain of the allegations investigated by the Joint Committee staff related to churches,
particularly with respect to alleged impermissible political campaign activity by certain churches.
The Joint Committee staff found that the church audit procedures provide important safeguards
against the IRS engaging in unnecessary examinations of churches. However, the procedures
also have the effect of (1) making it more difficult for the IRS to initiate an examination of a
church even where there is clear evidence of impermissible activity on the part of the church and
(2) hampering IRS efforts to educate churches with respect to actions that are not permissible,
such as what constitutes impermissible political campaign intervention. The Joint Committee
staff believes that a change in the church audit procedures to clarify that the IRS may undertake
educational and outreach activities with respect to specific churches (e.g., initiating meetings
with representatives of a particular church to discuss the rules that apply to such church) without
the initiation of a full church tax inquiry would improve compliance with the law by churches.
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C. Processing of Information Items

Allegations

Certain of the allegations relating to IRS handling of tax-exempt organization matters
asserted that the IRS reacted in an improper manner to information received from sources outside
the IRS (“information items”) with respect to tax-exempt organizations.” Specifically,
allegations were made that (1) the IRS initiated audits of certain tax-exempt organizations in
response to information provided to the IRS by the White House or other influential individuals
(e.g., Members of Congress) whose views aligned with the Clinton Administration in opposition
to the organizations targeted and (2) the IRS relied on media reports to target for audit tax-
exempt organizations whose views were in opposition to the Clinton Administration.

Some individuals alleged that there was an inherent bias in the use of media reports as
information items because many of the prominent media sources tend to be liberal. The
allegation was made that these liberal media sources reported more about possible improper
activity of conservative tax-exempt organizations and less about possible improper activity of
liberal tax-exempt organizations. Thus, it was suggested that the IRS, in relying on such media
reports, was likely to skew its audits of tax-exempt organizations toward organizations that are
more likely to have conservative views.

Of the cases identified by the Joint Committee staff and the IRS as relevant to the Joint
Committee investigation, 90 of the organizations were identified through media reports.
However, the fact that an organization was identified as relevant to the Joint Committee
investigation through media reports did not necessarily mean that the organization (1) was in fact
under audit by the IRS or (2) was selected for audit by the IRS because of such media reports.

Findings

. The Joint Committee staff found that the IRS initiates examinations of tax-exempt

organizations based on media reports and other information items provided to the IRS.
The Joint Committee staff found that, during the period under review, media reports and
other information items led to examinations both of tax-exempt organizations with views
clearly in opposition to the Clinton Administration and of tax-exempt organizations that
would be considered supportive of the Clinton Administration. Prior to the middle of
1998, most IRS Key District Offices destroyed information items when a decision was
made not to pursue them. The Joint Committee staff was able to review selected batches
of incoming and outgoing correspondence, particularly at the IRS National Office level,

2l The IRS treats all information that comes to the attention of the IRS outside of the
normal scope of work on a taxpayer case as information items. The sources of information can
include information received from letters submitted to the IRS, media reports, and other sources,
such as a referral from another IRS office or another government agency. A detailed discussion
of IRS handling of such information items is in Part VV.C.1.
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and interviewed IRS employees with respect to the handling of information items
generally and with respect to specific tax-exempt organization cases. However, because
of the way in which the IRS handled such information items prior to 1998, the Joint
Committee staff could not evaluate whether there was a pattern of behavior by the IRS
with respect to information items that resulted in certain organizations being selected for
examination and other organizations engaged in similar activities not being selected for
examination.

The Joint Committee staff found that information items, including media reports, result in
a relatively small percentage (ranging from 5-10 percent) of tax-exempt organization
examinations commenced each year. The percentages tended to be higher following
election years, which appeared to occur because of increased media attention on tax-
exempt organizations involved in political campaign activity or in the distribution of
voter guides.

The IRS National Office has a written policy of sending, without comment, to the
appropriate IRS Key District Office any information item that comes to the attention of
the IRS National Office. The Joint Committee staff did not find any credible evidence
that the IRS National Office attempted to influence IRS Key District Office decisions on
whether to initiate examinations of tax-exempt organizations. However, the Joint
Committee staff found a few instances in which the stated IRS National Office policy was
not followed and the IRS National Office memorandum transmitting an information item
contained statements as to the IRS National Office view of either the law or the relevance
of the information item. For example, in one instance, the Joint Committee staff found
that a memorandum from the IRS National Office to an IRS Key District Office
forwarding a Congressional inquiry stated that, if the allegations made in the inquiry were
accurate, it appeared that there was a legitimate issue for the IRS Key District Office to
review. However, every IRS Key District Office employee interviewed by Joint
Committee staff indicated that the IRS National Office memoranda in this particular case
had no effect on the IRS Key District Office decision whether or not to pursue an
information item.

Certain media reports raised issues relating to statements attributed to an IRS employee
concerning the handling of Congressional inquiries relating to tax-exempt organizations.
According to reports, the IRS employee allegedly (1) stated that IRS employees had been
or were shredding documents identifying the names of Members of Congress and their
staff as the sources of examination requests and (2) suggested ways to disguise
information items received from Members of Congress. The Joint Committee staff
reviewed documentation provided by the IRS relating to the IRS employee’s statements.
According to the documentation, the IRS employee’s statements relating to shredding of
documents concerned the previous practice in the IRS Key District Offices of destroying
information items that did not result in an audit. As noted below, the IRS has changed
this practice in response to the Internal Audit report issued in June of 1998. In addition,
the IRS employee’s statements with respect to the attribution of information items
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received from Members of Congress related to the concern raised by the Internal Audit
report that the IRS did not have a consistent system in place for identifying the source of
information items. This issue relates to how the IRS indicates the source of information
when an intermediary submits information to the IRS. The Internal Audit report
recommended that the IRS Key District Offices use a source code that identifies the
original source of information items, rather than intermediary sources. Thus, for
example, under IRS procedures as modified pursuant to the Internal Audit report, the IRS
will identify a media report as the source of an information item relating to a tax-exempt
organization even if a taxpayer or a Member of Congress forwards such media report to
the IRS.

During the period January 1, 1994, through April 22, 1997, the IRS National Office
received nearly 500 inquiries from Members of Congress relating to tax-exempt
organizations. Inquiries made to the IRS by Members of Congress are generally handled
under expedited procedures at all levels of the IRS. Fewer than 5 percent of the requests
received by the IRS appeared to be Congressional requests for review of the activities of a
tax-exempt organization that were not initiated because of a constituent inquiry to the
Member of Congress. Although IRS procedures require that all Congressional inquiries
be expedited, the Joint Committee staff did not find that these written Congressional
inquiries influenced in any improper manner the actions of the IRS with respect to any
tax-exempt organization within the scope of the investigation.

In virtually every instance of a Congressional inquiry reviewed by the Joint Committee
staff, it appeared that the inquiry could be characterized as either (1) an inquiry made on
behalf of a constituent or (2) a valid exercise of Congressional oversight over IRS
operations. Every current IRS employee interviewed by the Joint Committee staff stated
that inquiries made by Members of Congress (or Congressional staff) had never
improperly influenced the way in which the IRS handled specific tax-exempt organization
cases. A former IRS employee stated that he felt that one contact made by staff of a
Member of Congress had come close to improper attempts to influence the handling of a
tax-exempt organization case by the IRS, but that such contact had not affected the way
the IRS handled the case in question. Thus, the Joint Committee staff found no credible
evidence that Congressional inquiries had improperly altered the manner in which the IRS
handled tax-exempt organization cases.

The Joint Committee staff reviewed 107 documents found in files of Treasury
Department officials relating to specific tax-exempt organizations. The Joint Committee
staff found no credible evidence in these documents of improper Treasury Department
involvement in IRS matters relating to such organizations.

The Joint Committee staff reviewed summaries of 117 pieces of correspondence
(including Congressional correspondence) to the Treasury Department relating to specific
tax-exempt organizations. The Joint Committee staff requested detailed follow-up
information with respect to 29 of these pieces of correspondence. The Joint Committee
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staff found no credible evidence of improper Treasury Department handling of any such
correspondence.

The Joint Committee staff reviewed the manner in which the IRS handled information
with respect to tax-exempt organizations forwarded to the IRS by the White House and
interviewed IRS employees concerning their handling of tax-exempt organization matters
in instances in which information was forwarded to the IRS by the White House. The
Joint Committee staff found no credible evidence that the IRS either initiated an audit of
a tax-exempt organization or altered the handling of a tax-exempt organization case
because of pressure from the White House. In addition, the Joint Committee staff found
no credible evidence that information items referred to the IRS by the White House were
given more weight by the IRS than information items received from other sources.

The Joint Committee staff reviewed 1,246 entries in correspondence logs of the White
House for 1996 and 1997 with respect to matters referred to the IRS. The Joint
Committee staff also reviewed White House procedures with respect to the handling of
correspondence relating to matters under the jurisdiction of the IRS. The Joint
Committee staff found no credible evidence that any of the letters to the White House
included in the correspondence logs reviewed by the Joint Committee staff had been
handled in a nonroutine manner. Further, the Joint Committee staff found no credible
evidence that the White House had attempted to influence the handling of any tax-exempt
organization matter within the scope of the Joint Committee staff investigation.
However, although there is a written White House policy prohibiting employees from
directly contacting the IRS with respect to matters relating to specific taxpayers, in one
instance, the stated White House policy was not followed (see the discussion in Part
.D.).

In response to a Joint Committee staff written request for communications between the
White House and the IRS or the Treasury Department, the White House Counsel’s Office
conducted an extensive search of White House records and identified no cases in which
media reports relating to tax-exempt organizations were forwarded to the IRS or Treasury
Department. The Joint Committee staff found one instance in which an IRS case file for
a tax-exempt organization within the scope of the Joint Committee staff investigation and
under examination by the IRS contained a copy of correspondence with an attached media
report that had been sent by a taxpayer directly to the White House and was forwarded by
the White House to the IRS. According to the White House Counsel’s Office,
information received by the White House with respect to specific taxpayers is not logged
onto White House correspondence systems and is sent in bulk to the Treasury
Department, which sends it without comment to the IRS. There was no evidence in the
IRS case files or in other IRS information reviewed by the Joint Committee staff to
indicate that the correspondence found by the Joint Committee staff had been forwarded
to the IRS in a nonroutine manner.
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Observations

Information items

During the period under investigation, both the Joint Committee staff and the IRS Office
of Inspection identified significant problems with the way in which information items were
handled by the IRS. In particular, the Joint Committee staff identified a lack of consistent
written procedures at IRS Key District Office and IRS National Office levels with respect to the
handling of information items. Such offices had inconsistent policies for receipt, control, and
retention of information items. In most cases, the IRS Key District Offices did not retain
information items if such items did not lead to initiation of IRS action with respect to a tax-
exempt organization.

These failures by the IRS made it impossible for Joint Committee staff to review original
documents on the handling of information items for patterns of behavior. The Joint Committee
staff did review the handling of information items relating to organizations within the scope of
the Joint Committee staff investigation if the information item resulted in the commencement of
an examination. However, information items that did not result in the commencement of an
examination could not be reviewed systematically because certain IRS Key District Offices did
not previously retain copies of information items if an examination was not begun.? Although
the Joint Committee staff did not observe any apparent patterns in which information items were
used to initiate examinations of tax-exempt organizations that had views that were opposed to the
Clinton Administration, the lack of consistent recordkeeping prevented the Joint Committee staff
from engaging in any systematic review of the handling of such items. The Joint Committee
staff found that information items led to the initiation of examinations of tax-exempt
organizations with views opposed to the Clinton Administration and of tax-exempt organizations
that would be considered supportive of the Clinton Administration.

As a result of an Internal Audit report issued by the IRS Office of Inspection in June 1998
in response to a referral by IRS Assistant Commissioner (Employee Plans and Exempt
Organizations) Evelyn Petschek, the IRS has adopted new procedures for the handling of
information items relating to tax-exempt organizations. These procedures will not preclude the
possibility of IRS employees using information items selectively or inappropriately. However,
by requiring consistent recordkeeping and handling, the new procedures should improve the
ability of independent bodies, such as the Treasury Inspector General for Tax Administration, to
oversee the use of information items by the IRS.

The Internal Audit report recommended that the IRS National Office should maintain a
log of information items forwarded to the IRS Key District Offices, which would include the date
received, the source of the item, and the date sent to the IRS Key District Office. The Internal
Audit report further recommended that the IRS Key District Offices should advise the IRS
National Office of the disposition of these items. This may or may not be desirable. Such a

2. As noted below, the IRS procedures for handling information items have changed.
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requirement would inevitably place a higher priority at the IRS Key District Office level on
referrals received through the IRS National Office. It could also give the appearance that the IRS
National Office is involved in the selection of tax-exempt organizations for audit.

The Internal Audit report also recommended that the IRS adopt a uniform system for
tracking information items in all of the IRS Key District Offices so that the IRS National Office
would have query capabilities and the ability to generate reports on the handling of information
items.

In certain circumstances, the IRS National Office failed to follow its stated policy that
information items must be forwarded to the IRS Key District Offices without comment. This
raised questions of whether IRS National Office personnel intended to influence the decision of
the IRS Key District Office with respect to the handling of such information items. The Joint
Committee staff interviewed both IRS National Office and IRS Key District Office employees
with respect to the instances in which IRS National Office procedures were not followed. IRS
National Office employees interviewed by the Joint Committee staff stated that the IRS National
Office personnel did not intend to influence the IRS Key District Offices handling of information
items in these instances and were merely trying to provide additional information to assist the
IRS Key District Offices. IRS Key District Office employees interviewed by the Joint
Committee staff said that the additional information supplied by the IRS National Office in the
referrals in question did not influence the IRS Key District Office’s handling of the information
items. However, IRS Key District Office employees did point out that they believed that the IRS
National Office would not forward a media report (such as a newspaper article) unless IRS
National Office personnel believed that the media report warranted further action at the IRS Key
District Office level.

Congressional inquiries

Members of Congress (and Congressional staff) have the potential to influence the way in
which the IRS conducts its business. Because the funding of IRS operations is dependent on the
Congress, the IRS responds more promptly to, and takes more seriously, requests and inquiries
made by Members of Congress than requests made by taxpayers. The Joint Committee staff
found that no IRS employee interviewed by the Joint Committee staff felt that there had been
improper attempts by Members of Congress to influence IRS employees with respect to the
handling of specific tax-exempt organization cases. The Joint Committee staff found a number
of Congressional inquiries had been made with respect to IRS handling of cases within the scope
of the Joint Committee staff investigation. These inquiries either (1) forwarded a constituent
letter questioning the legality of a tax-exempt organization’s activities, (2) questioned directly the
activities of the tax-exempt organization and asked the IRS to investigate, or (3) questioned IRS
actions relating to a tax-exempt organization. The Joint Committee staff notes that this is an area
in which the potential for improper influence can exist because there can be a fine line between
legitimate Congressional oversight activities and improper pressure with respect to the handling
of a specific tax-exempt organization case.
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D. Employee Conduct Issues

Allegations

In several instances, allegations were made that IRS employees or Clinton Administration
officials had acted improperly with respect to the handling of tax-exempt organization cases.
The allegations suggested that the improper behavior stemmed from a bias either for an
organization with views in support of the Clinton Administration or against an organization with
views opposed to the Clinton Administration. Of the cases reviewed by the Joint Committee
staff, eight involved questions relating to the conduct of specific IRS employees. In addition, the
Joint Committee staff investigated instances of possible improper conduct by Treasury
Department and White House employees.

Findings

. The Joint Committee staff found that there are sufficient procedural controls in the IRS
handling of tax-exempt organization cases to make it highly unlikely that an individual
IRS employee can improperly alter the outcome of a tax-exempt organization case. In
addition, IRS policies reduce the likelihood that political appointees, such as the
Commissioner of Internal Revenue or the IRS Chief Counsel, can become directly
involved in the resolution of issues relating to specific taxpayers.

. The Joint Committee staff identified 18 instances in which IRS employees or others were
accused of bias or other misconduct with respect to the handling of tax-exempt
organization cases. Eight of the instances related to organizations within the scope of the
Joint Committee staff investigation. In those instances in which such accusations were
made and a referral was made to the IRS Office of Inspection, the Joint Committee staff
found that the employee conduct issues generally were thoroughly investigated by IRS
management and the IRS Office of Inspection. In each of these instances, the Joint
Committee staff found that IRS management acted promptly to (1) investigate the alleged
misconduct, (2) minimize the risk of improper employee behavior by assigning additional
or different employees to the cases in question, and (3) discipline the employee, if
appropriate.

. Of the eight instances of alleged IRS employee misconduct relating to organizations
within the scope of the Joint Committee staff investigation, the Joint Committee staff
found the following:

» Two instances related to statements made by IRS employees to representatives of tax-
exempt organizations under examination by the IRS. In each instance, the IRS
employee’s statements were interpreted by the representative of the tax-exempt
organization to indicate that there was bias in the handling of the examination by the
IRS. The Joint Committee staff found that the IRS employees’ statements were
ambiguous. In addition, based upon interviews of IRS employees by the Joint
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Committee staff and based upon records of interviews conducted by the IRS Office of
Inspection and the Treasury Inspector General, the Joint Committee staff found that
the IRS employees did not intend their statements in the manner the statements were
interpreted by the representatives of the tax-exempt organizations.

Three instances related to allegations made by tax-exempt organizations that IRS
employees assigned to the tax-exempt organizations’ cases were biased, based
generally on information the tax-exempt organization had about the political views of
the IRS employees. In one instance, the case was transferred to the IRS National
Office based on the issues involved in the case (i.e., not as a result of the allegation of
employee bias) and the IRS employee had no further involvement in it. In the other
two instances, the IRS Office of Inspection investigated the allegations, but did not
find any evidence that the employees had exhibited any bias. However, in order to
eliminate any appearance of impropriety, the IRS either reassigned the case in
question to another IRS employee or added IRS employees to the case to ensure that
individual IRS employee bias would not occur.

One instance related to an allegation that IRS employees had violated the church audit
procedures contained in Code section 7611. The Joint Committee staff found that the
contact made by IRS employees was intended to educate the church as to the law with
respect to impermissible political campaign intervention by organizations described in
section 501(c)(3). See the discussion in Part I11.B., concerning the Joint Committee
staff’s findings with respect to the church audit procedures.

One instance involved allegations of potential misconduct identified by one IRS
employee with respect to the actions of the employee’s supervisor. Based on the
available information and the statements of the IRS employee and the employee’s
supervisor, the Joint Committee staff found no credible evidence that the supervisor
had acted in a manner intended to influence improperly either the initiation or conduct
of examinations of tax-exempt organizations.

One instance involved an allegation of an improper attempt to obtain information by
an employee of the Office of IRS Chief Counsel with respect to the examination of a
tax-exempt organization within the scope of the Joint Committee staff investigation.
The Joint Committee staff found no credible evidence that the employee had acted in
a manner intended to influence improperly the handling of the examination by the
IRS.

Allegations of IRS employee misconduct with respect to the handling of tax-exempt
organization cases are not recorded in a single IRS data base and the IRS does not have a
comprehensive system in place to identify all such allegations. In order to respond to
Joint Committee staff requests with respect to allegations of employee misconduct, the
IRS surveyed managers in the IRS National Office and IRS Key District Offices to
determine their recollections of any such allegations. This manager survey identified one
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allegation that was also identified through one of the two relevant IRS databases.
However, due to the lack of a comprehensive data base, the Joint Committee staff was
unable to evaluate systematically whether all instances of alleged IRS employee
misconduct with respect to tax-exempt organizations within the scope of the Joint
Committee staff investigation were located.

The Joint Committee staff found that IRS employees are frequently reminded of the
integrity with which they are expected to perform their duties. Every IRS employee
interviewed by the Joint Committee staff volunteered that they would not hesitate to
report any instance in which they believed that an individual, whether another IRS
employee or someone else, was attempting to influence improperly the outcome of a tax-
exempt organization case. In support of these statements, the Joint Committee staff
found referrals of possible misconduct, by IRS employees and other individuals, had been
made by IRS employees to the IRS Office of Inspection.

The Joint Committee staff found that IRS employees generally made referrals only to the
IRS Office of Inspection even if the referral was more appropriately made to the Treasury
Inspector General’s office under the Memorandum of Understanding then in effect
between those two offices. The Joint Committee staff also found that instances of
employee misconduct or other issues that were referred by the IRS Office of Inspection to
the Treasury Inspector General’s office were routinely lost, misplaced, or not investigated
by the Inspector General. The Joint Committee staff found no credible evidence that this
failure to investigate referrals by the Treasury Inspector General’s office occurred as a
result of a concerted effort to protect high-ranking IRS and Treasury Department officials.
Rather, it appeared that these failures to investigate resulted from lack of accountability,
recordkeeping failures, and incompetence within the Inspector General’s office.

The Joint Committee staff found evidence of two nonroutine contacts of IRS employees
made by White House and Treasury officials.

« Inthe first instance, the Joint Committee staff found evidence of a single nonroutine
direct contact in 1997 between White House officials and the IRS in which the White
House officials appear to have attempted to obtain taxpayer return information that
may not be disclosed under section 6103. Because the tax-exempt organization in
question was not an organization described in section 501(c)(3) or (c)(4), the contact
was outside of the scope of the Joint Committee investigation and, therefore, was not
extensively reviewed. However, limited materials reviewed by Joint Committee staff
indicated that the contact related to the status of certain forms filed by members of a
tax-exempt organization. It appears that White House officials initially contacted
employees in the Treasury Office of Tax Policy and were referred, in apparent
violation of Treasury Order 107-05, directly to the IRS. The White House officials
then, in violation of written White House policies, contacted several IRS employees
(none of whom worked in the EO Division) and attempted to secure taxpayer return
information. The Joint Committee staff found that the IRS employees involved (1)

-31-



refused to disclose taxpayer return information protected under section 6103; and (2)
promptly referred the contact to the Treasury Inspector General.

« Inthe second instance, a Treasury Department official was alleged to have made a
1995 inquiry to IRS employees concerning the status of an audit of a tax-exempt
organization. One of the IRS employees contacted in connection with the inquiry was
sufficiently concerned about the nature of the contact that a referral was made to the
IRS Office of Inspection. As the matter pertained to a Treasury Department official,
the IRS Office of Inspection referred the matter to the Treasury Inspector General’s
office.”® The Treasury Inspector General did not act upon the referral until it was
brought to the Inspector General’s attention during the Joint Committee staff
investigation in 1997. When asked about the referral by the Joint Committee staff,
the Treasury Inspector General’s office could not locate it and had no record of any
action taken with respect to the referral. Materials received by the Joint Committee
staff from the Treasury Inspector General’s office in 1999 indicate that the Inspector
General received a copy of the referral in July 1997 and assigned an investigator to it.
There was no action by the Treasury Inspector General with respect to this referral
after September 1997. During 1999, following further Joint Committee staff inquiries
with respect to the referral, the Treasury Inspector General for Tax Administration
investigated the allegations made with respect to this contact and found that the
evidence concerning the nature of the contact made by the Treasury official was
inconclusive. However, the Treasury Inspector General for Tax Administration did
not find any evidence that the IRS handling of the examination of the tax-exempt
organization in question was improper. The Joint Committee staff interviewed all
parties involved in this contact and reviewed IRS and Treasury records, including the
relevant case file. The Joint Committee staff found no credible evidence that the
contact by the Department of Treasury employee influenced the conduct or outcome
of the examination.

Observations

Employee conduct in general

The IRS has a longstanding unwritten policy in place to insulate political appointees, such
as the Commissioner of Internal Revenue and the IRS Chief Counsel, from involvement in the
decision making with respect to most specific taxpayer matters. The Joint Committee staff
recommends that such policies be formalized and reduced to writing. A formal written policy
would reduce the possibility that political appointees could become involved inappropriately in
taxpayer specific matters.

2 There is conflicting information regarding the timing of the referral by the IRS Office
of Inspection to the Treasury Inspector General. IRS Office of Inspection records indicate that
the referral was forwarded in 1995; however, the Treasury Inspector General’s office had no
record of receiving the referral prior to July, 1997.
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The Joint Committee staff believes that it is important that Administration officials,
particularly those working for the Department of Treasury and the White House, be reminded
periodically of the Administration policy against such officials intervening in taxpayer-specific
matters. The Joint Committee staff found that the instances of nonroutine contacts made to the
IRS with respect to tax-exempt organization matters by Administration officials apparently
occurred despite the formal policies of the Administration prohibiting such contacts. These types
of contacts lend credence to the allegations that the Administration does intervene in IRS matters
pertaining to specific taxpayers. While the Joint Committee staff did not find any credible
evidence of efforts by Administration officials to influence the operations of the IRS with respect
to specific tax-exempt organizations (or individuals associated with such tax-exempt
organizations), the fact that these contacts occur at all could raise issues concerning the integrity
of the system. The Joint Committee staff found that IRS employees handled the nonroutine
contacts properly and were not influenced in any way by the Administration officials who
contacted them. In addition, the IRS employees in question all recognized the impropriety of the
contacts and made referrals to the IRS Office of Inspection concerning the contacts.

Every current and former IRS employee interviewed by the Joint Committee staff stated
that personal and organization integrity in the handling of specific taxpayer matters was of the
utmost importance. IRS employees indicated to the Joint Committee staff that they are
constantly reminded of the importance of doing their work in an unbiased and fair manner. Some
IRS employees noted that, from time to time, employee pay stubs will advise IRS employees of
the way in which they can make referrals of possible misconduct. Many IRS employees
indicated that they would not hesitate (and have not hesitated) to make referrals to the IRS Office
of Inspection when they thought that someone was improperly trying to influence the outcome of
a case to which they were assigned.

The Joint Committee staff observed that IRS employees tended to refer issues of
employee misconduct to the former IRS Office of Inspection even if the referral should have
been referred to the former Treasury Inspector General’s office. Although IRS employees were
often advised about their rights to make referrals concerning employee misconduct, the
employees were not adequately advised with respect to the appropriate office to which to direct
the referral. The restructuring of the IRS Office of Inspection into the Treasury Inspector
General for Tax Administration should eliminate this problem by centralizing all referrals in one
office.

Specific allegations

In the course of the interviews of IRS employees, some of the most serious allegations of
potential employee misconduct were identified by one IRS employee with respect to the actions
of the employee’s supervisor. The IRS employee interviewed stated that the employee’s
supervisor had attempted to influence the handling of tax-exempt organization cases.* In the

# The employee in question initially refused to answer certain questions posed by the
Joint Committee staff during an interview with the employee in late 1997. At the time of the first
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first allegation, the employee stated that the supervisor pushed for the implementation of a
workplan in the tax-exempt organizations area that would have involved the examination of
mostly conservative organizations to address political activity in the 1994 election cycle. The
IRS employee stated that he was assigned to a different position for a temporary period because
he refused to implement the workplan. The employee’s supervisor indicated that the workplan in
guestion was identified as a possible local project by the IRS National Office, but that there was
no accountability if such a project was not undertaken. The Joint Committee staff reviewed the
workplan and found no credible evidence that the IRS National Office workplan was intended to,
or would result in, increased audits of conservative tax-exempt organizations relative to other
tax-exempt organizations. The IRS National Office workplan guidelines in no way required the
examination of tax-exempt organizations with particular views. The IRS National Office
workplan was not implemented. Further, the employee’s supervisor indicated that the employee
volunteered for the temporary assignment, which was to a position of equal grade and that the
employee was well suited for the temporary assignment because of the employee’s particular
expertise and experience. Finally, the alleged statements of the supervisor cited by the IRS
employee were ambiguous and did not clearly reflect an attempt to target conservative tax-
exempt organizations for audit.

The IRS employee further alleged that the supervisor attempted to influence improperly
the outcome of at least one sensitive and complex case within the scope of the Joint Committee
staff investigation by assigning an individual as manager of the case who, in the IRS employee’s
opinion, did not have the experience or ability to oversee the case. The employee’s supervisor
stated that there was no intent to influence the outcome of the audit in question and that the
employee in question was assigned only temporarily to the case until another employee could be
assigned to it.

The IRS employee alleged that the supervisor had directed the employee to look into
media reports concerning a particular tax-exempt organization and, in the employee’s words,
“provide an alibi.” The Joint Committee staff asked the employee to indicate for whom the
employee was asked to provide an alibi and for what actions. In the employee’s follow-up
response, the employee recanted and stated that no one specifically asked the employee to
provide an alibi, but stated that the employee felt that the supervisor had suggested that the
employee reach a particular conclusion. The supervisor stated that the employee had been asked
to find out what had happened with respect to the tax-exempt organization and report back to the
supervisor.

The IRS employee made similar allegations to the Treasury Inspector General for Tax
Administration in late 1998. The Treasury Inspector General for Tax Administration did not find
any credible evidence supporting the IRS employee’s allegations.

Joint Committee interview, the employee had a personnel grievance pending against the
employee’s supervisor. The Joint Committee staff subsequently received written responses from
the IRS employee to the Joint Committee staff’s questions. The Joint Committee staff requested
and received additional responses to questions from the employee in late 1998.
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Treasury Inspector General

Although not specifically part of its investigation, the Joint Committee staff noted that the
Treasury Inspector General’s office frequently lost, misplaced, or simply did not investigate
referrals made to it by IRS employees or referred to it by the IRS Office of Inspection under the
Memorandum of Understanding in effect at the time. As a result of this failure to act on
referrals, allegations made with respect to employee misconduct by high-ranking IRS and
Treasury Department officials were either not investigated or were not investigated in as
thorough a manner as referrals made with respect to other IRS employees.* The Joint
Committee staff found no credible evidence that this failure to investigate referrals by the
Inspector General’s office occurred as a result of a concerted effort to protect high-ranking IRS
and Treasury Department officials. Rather, it appeared that these failures to investigate resulted
from lack of accountability and recordkeeping failures within the Inspector General’s office.
However, the fact that the Treasury Inspector General failed to investigate allegations relating to
a Treasury official even after the Joint Committee staff repeatedly asked about the referral raises
questions as to the motives of the Treasury Inspector General employees. The restructuring of
the IRS Office of Inspection and the Treasury Inspector General may reduce the likelihood of
these failures occurring in the future.

% Under the Memorandum of Understanding then in effect, all allegations relating to
Treasury Department employees and high-ranking IRS employees were required to be
investigated by the Treasury Inspector General and the IRS Office of Inspection had no
jurisdiction with respect to such investigations.
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IV. METHODOLOGY OF JOINT COMMITTEE STAFF INVESTIGATION

The investigation of the Joint Committee staff entailed extensive review of public and
private records relating to tax-exempt organizations (and individuals related to tax—exempt
organizations). The following discussion outlines the general methodology employed by the
Joint Committee staff in conducting the investigation.

A. ldentification of Organizations And Individuals
Within the Scope of the Investigation

The Joint Committee staff identified tax-exempt organizations (and individuals related to
such organizations) that were potentially within the scope of the Joint Committee investigation
through the following sources:

. Media reports in which issues relating to the handling of tax-exempt organizations
by the IRS were discussed;

. Letters to the Joint Committee staff and other contacts from individuals and tax-
exempt organizations concerning allegations of improper treatment by the IRS;

. Organizations identified by the IRS as currently having a determination letter
request pending or as currently under audit in which allegations of improper
political or lobbying activity by the organization were involved,

. Organizations identified by the IRS Office of Inspection and the Treasury
Inspector General in connection with investigations of those offices into
allegations that the IRS was engaged in politically motivated examinations of tax-
exempt organizations; and

. Organizations and individuals to whom subpoenas were issued by the Senate
Governmental Affairs Committee in connection with its investigation of campaign
irregularities during the 1996 Presidential campaign.

From these sources, the Joint Committee staff identified 142 organizations and
individuals potentially within the scope of the investigation. Eight organizations and individuals
were eliminated when it was determined that the allegations made were not properly within the
scope of the Joint Committee investigation. Other organizations that had been identified in
media reports could not be located on the IRS Exempt Organizations/Business Master File*® or
through other research by the IRS.

% The IRS Exempt Organizations/Business Master File is the computerized IRS database
that tracks all tax-exempt organizations for which the IRS has a record.
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With respect to the more than 130 remaining organizations and individuals, the Joint
Committee staff received briefings and/or summary materials prepared by IRS National Office
personnel relating to (1) the status of each of the organizations (i.e., as a section 501(c)(3) or
501(c)(4) organization), (2) whether the organization was currently or previously had been under
examination by the IRS, (3) whether a pending determination letter request was involved, and (4)
the primary issues involved in the case. Based upon the IRS National Office briefings and other
materials made available to Joint Committee staff (e.g., by tax-exempt organizations), the Joint
Committee staff identified those organizations and individuals for which extensive case file
reviews were conducted to evaluate the IRS’s conduct with respect to the taxpayers.

B. Case File Review

The Joint Committee staff reviewed complete IRS case files, as well as other related files,
with respect to 83 organizations and individuals. The Joint Committee staff reviewed hundreds
of boxes of case file materials supplied by the IRS from its various offices. The way in which the
IRS identified and secured relevant case file information is detailed below.

In response to requests by Joint Committee staff, IRS National Office employees
conducted searches for cases and case file information in their own files, IRS Chief Counsel files,
and the files of IRS employees in the IRS management chain up to and including the Office of
the Commissioner. The IRS National Office also sent a memorandum to each IRS Region
requesting that a search be conducted of every office that might have information relating to a
Joint Committee staff request for case file information. At the IRS National Office’s request, the
search was conducted in the following locations: the Regional Commissioner’s office, the office
of the Regional Analyst with Employee Plans and Exempt Organization jurisdiction, the Office
of the District Director of the Employee Plans and Exempt Organization Key District Office, and
all Employee Plans and Exempt Organization and Criminal Investigation Division offices within
the IRS Key District Office. The IRS National Office directed that the search include all
responsive information relating to organizations within the IRS Region’s or IRS Key District
Office’s jurisdiction. The IRS National Office requested that each office provide information
relating to the persons who conducted the search and the search methodology and methods used.

Relevant case file information from the IRS Key District Offices and IRS Region offices
were forwarded to the IRS National Office. The IRS provided a secure location within the IRS
National Office for Joint Committee staff to review the case files without interference by IRS
National Office personnel. Joint Committee staff reviewed certain IRS Key District Office, IRS
Region, and IRS District Counsel case files in the IRS Key District Offices where the files were
located. Joint Committee staff traveled to posts of duty within the Western and Southeast Key
District Offices for on-site review of case file information.

The Joint Committee staff separately requested case file and other information from the
IRS Office of Inspection and the Treasury Inspector General.
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C. Meetings, Interviews and On-Site Visits

Meetings

The Joint Committee staff met extensively with IRS National Office personnel on matters
relating to the Joint Committee staff investigation. Among the topics covered in these meetings
were the following:

. briefings on cases that IRS National Office personnel had identified as involving
allegations of impermissible political activity as an issue;

. briefings on cases identified by the Joint Committee staff;

. overall review of IRS procedures relating to determination letter requests and
examinations of tax-exempt organizations; and

. review of the role of the IRS National Office in tax-exempt organization matters.

The Joint Committee staff met with employees of the IRS Office of Inspection with
respect to its investigation into allegations that the IRS was conducting politically motivated
audits of tax-exempt organizations.

The Joint Committee staff met with the Treasury Office of Inspector General, which
conducted an investigation that was coexistent with the IRS Office of Inspection investigation.?’
The Joint Committee staff met on several occasions with the office of the Treasury Inspector
General for Tax Administration.

The Joint Committee staff sent a letter to representatives of each tax-exempt organization
that had been mentioned in media reports. Included in the letter was an invitation to meet with
Joint Committee staff or, alternatively, a request to complete a questionnaire relating to the IRS’s
handling of issues relating to the tax-exempt organization. Representatives of ten organizations
agreed to meet with the Joint Committee staff. Most of the meetings took place in Joint
Committee offices, although one meeting was conducted during a Joint Committee staff visit to
the Western Key District Office.

2" On February 18, 1997, the Treasury Inspector General notified the IRS of its intent to
commence a review of the IRS in the near future. Specifically, the Treasury Inspector General
intended to: (1) assess the IRS management initiatives concerning tax-exempt organizations and
selection criteria for related tax audits; (2) evaluate the internal audit and investigative coverage
provided by the IRS Office of Inspection of IRS programs related to tax-exempt organizations;
and (3) analyze the tax audits planned, started, or performed. The Treasury Inspector General
completed its first two objectives and discontinued work on the third in light of the Joint
Committee staff investigation.
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Interviews

The Joint Committee staff interviewed 57 IRS and other Federal officials relating to the
allegations of politically motivated treatment by the IRS in general and specifically with respect
to certain of the cases for which the allegations had been made. The interviews were conducted
at Joint Committee offices and at various IRS offices, including the IRS National Office, the
Western and Southeast Key District Offices, the Ohio Key District Office, and the IRS offices in
Landover, Maryland. In addition, the Joint Committee staff had access to the interview records
and sworn affidavits of both the IRS Office of Inspection and the Treasury Inspector General
with respect to the approximately 65 individuals interviewed by those organizations in
connection with their separate investigations.

Each individual interviewed by the Joint Committee staff was asked a consistent set of
questions concerning the following issues: (1) whether the employee had ever been contacted by
anyone at the IRS outside of his or her normal chain of supervisors with respect to a specific tax-
exempt organization case and, if yes, what the circumstances were and how the contact was
handled; (2) whether the employee had ever been contacted by anyone at the Treasury
Department, the White House, or any other executive branch agency with respect to a specific
tax-exempt organization case and, if yes, what the circumstances were and how the contact was
handled; (3) whether the employee had ever been contacted by a Member of Congress or a staff
person of a Member of Congress with respect to a specific tax-exempt organization case and, if
yes, what the circumstances were and how the contact was handled; (4) whether the employee
had ever been directed or had pressure exerted on him or her to handle a specific tax-exempt
organization case in a particular manner and, if yes, what the circumstances were; (5) whether the
employee ever directed or pressured an IRS employee under his or her authority to handle a
specific tax-exempt organization case in a particular manner; (6) whether the employee was
aware of any instances in which other IRS employees may have had pressure exerted on them to
handle a specific tax-exempt organization case in a particular manner and, if yes, what the
circumstances were as the employee understood them; (7) whether the employee was aware of
any instance in which the handling of a tax-exempt organization case (or of an individual related
to a tax-exempt organization) by the IRS was altered from what it otherwise would have been for
politically motivated reasons and, if yes, what the circumstances were; and (8) whether the
employee had ever made a referral to the IRS Office of Inspection or the Treasury Inspector
General or otherwise reported a case relating to a tax-exempt organization (or an individual
relating to a tax-exempt organization) because the employee thought there was improper
behavior (by an IRS employee, other government employee, Member of Congress, Congressional
staff member, or an individual related to the tax-exempt organization) and, if yes, what the
circumstances were.

In addition, IRS employees and other Federal officials were asked case specific

information in instances in which such individuals were involved with, or otherwise had
knowledge of, cases within the scope of the Joint Committee staff investigation.
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On-site visits

For much of the investigation, the Joint Committee staff worked in the IRS National
Office located in Washington, D.C. In addition, the Joint Committee staff conducted on-site
visits to the Southeast, Ohio, and Western Key District Offices, as well as to the IRS District
Counsel office and Washington post of duty in Washington, D.C. The Joint Committee staff
also conducted a walk-through of the exempt organization determination letter processing
systems, which are located at the IRS Service Center located in Covington, Kentucky.

D. Review of Other IRS Materials
The Joint Committee staff requested and reviewed certain IRS materials that may be
relevant to the investigation or that may have contained information relating to organizations
within the scope of the Joint Committee investigation that was not otherwise contained in IRS
case files.

Management information

The Joint Committee staff received and reviewed the following periodic reports prepared
by the IRS relating to tax-exempt organization matters for the period 1990 through 1997:

. Copies of all annual workplans or business plans for each region’s tax-exempt
organization review activities;

. Reports of Significant Matter in Employee Plans and Exempt Organizations;

. All reports from the IRS National Office Exempt Organizations Branches (and
their predecessors);

. Quarterly narrative reports from the IRS Key District Office;
. Quarterly monitoring reports to the IRS Key District Office;
. Employee Plans and Exempt Organizations sensitive case reports — generally

prepared by the IRS Key District Offices for the District Director;

. Employee Plans and Exempt Organizations National Office status reports of over-
age technical advice requests;

. Selected Employee Plans and Exempt Organizations National Office charts of
cases pending in the IRS National Office;

. Briefing materials from the Director of the Exempt Organizations Division to the
Assistant Commissioner or from the Assistant Commissioner’s office that
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included any reference to organizations for which the Joint Committee staff had
requested information;

. Descriptions of all open and closed local and IRS National Office projects
regarding tax-exempt organizations;

. Files containing the results of the Field Compliance review of Exempt
Organization National Office referrals to the IRS Key District Offices during
fiscal years 1994, 1995, and 1996 to identify those referrals regarding political
and/or legislative activities;

. Eight binders of materials located in the Southeast Key District Office Branch
Chief’s office containing referral material and workplan material as well as
various other materials from 1988 to the present; and

. Media evangelist reports prepared by the IRS for the House Committee on Ways
and Means Subcommittee on Oversight.

Joint Committee staff reviewed IRS Exempt Organization staffing levels, broken down
by location and by function (e.g., determination letter, examination, policy, etc.) and IRS funding
levels for the tax-exempt organization oversight function.

Internal tracking systems for correspondence and cases

The Joint Committee staff met with IRS personnel responsible for creating and
maintaining computerized databases of information relating to tax-exempt organizations. In the
course of these meetings, the Joint Committee staff were briefed on the types of databases used
by the IRS and the information contained in each such database. In addition, the Joint
Committee staff was given access to information contained on the IRS databases.

Included in the databases reviewed by the Joint Committee staff were the following:

. AIMS -- the Audit Information Management System;

. EACS - the EP/EO Application Control System;

. EDS - EP/EQO Determination System;

. EO/BMF — Exempt Organizations/Business Master File;

. ETS — EP/EO Technical Time System;

. IDRS - Integrated Data Retrieval System;

. CEMIS - Coordinated Examination Management Information System;
. ECMS - Executive Control Management System; and

. Exempt Organizations Case Tracking System.

As part of this review of IRS databases, the Joint Committee staff reviewed all
Congressional correspondence received by the IRS National Office during the period 1995-1997.
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In addition, the Joint Committee staff reviewed the applicable databases for information relating
to other information items, such as media reports and inquiries by taxpayers. This database
review was used to verify information otherwise identified by the Joint Committee staff in the
course of IRS case file reviews or provided to the Joint Committee staff by individuals
interviewed or otherwise contacted in connection with the Joint Committee staff investigation.

Determination letter data

The Joint Committee staff received data from the IRS relating to tax-exempt organization
determination letter activity. With respect to the determination letter process, the Joint
Committee staff reviewed IRS data for determination letters requested from organizations
requesting tax-exempt status as organizations described in Code sections 501(c)(3) and 501(c)(4)
and data relating to the processing of determination letter requests of all organizations seeking
tax-exempt status. The IRS provided this information for the period from July 16, 1993, in the
case of IRS Key District Office data and from January 1, 1992, in the case of IRS National Office
data (i.e., cases disposed of in the IRS National Office). Included in this data review was the
following information:

. Name of the organization;

. Code section in which the organization is described,;

. Foundation code (for private foundations);

. Type of entity and nature of primary activity;

. Date request received;

. Disposition of request (i.e., granted, denied, withdrawn, or pending), including
date of disposition; and

. Description of any subsequent proceeding.

The Ohio Key District Office of the IRS is responsible for the processing of
determination letter requests related to tax-exempt organizations. At the beginning of the Joint
Committee staff investigation, the IRS was transferring responsibility for all determination letter
processing to the Ohio Key District Office. The Joint Committee staff made an on-site visit and
walkthrough of the determination letter processing center in the Ohio Key District Office as well
as the Service Center in Covington, Kentucky, where applications are received and initially
processed before transmittal to the Ohio Key District Office.

Examination process data

As part of its investigation, the Joint Committee staff reviewed the examination process
as it applies to tax-exempt organizations. The Joint Committee staff reviewed aggregate data
supplied by the IRS regarding its overall examination program (for the period from 1990 through
1997) for tax-exempt organizations including:

. Number of returns surveyed (i.e., closed without commencement of an audit);
. Number of returns surveyed before assignment to a revenue agent;
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. Number of returns surveyed after assignment to a revenue agent; and
. Number of tax-exempt organization returns completed by examination category
(including Code subsection, employment tax, etc.).

IRS processing of information items

The Joint Committee staff reviewed information derived from IRS management
information systems (to the extent available) regarding information items received in the IRS
National Office and in the IRS Key District Offices for the period from 1990 through 1997. As
previously noted, IRS recordkeeping with respect to information items during this period was
inconsistent and, in many cases, incomplete. Thus, there was no way for the Joint Committee
staff to verify systematically the handling of information items by the IRS National Office and
IRS Key District Offices. The Joint Committee staff reviewed all logs or other recordkeeping
systems that were maintained by the IRS with respect to information items. In some cases, the
IRS Key District Offices either did not maintain a log or record of the handling of information
items or maintained only a record of information items that warranted further IRS action.

The Joint Committee staff reviewed stated IRS procedures for the handling of
information items and reviewed, to the extent information was available, IRS handling of
information items to determine whether the actual handling of such information items conformed
to IRS procedures.

Joint Committee staff interviewed IRS National Office and Key District Office
employees with respect to the handling of information items. The Joint Committee staff asked
relevant IRS employees questions relating to the following issues:

. The handling of information items, including whether IRS employees followed
applicable IRS procedures;
. The circumstances in which the IRS National Office may have directed or

encouraged the IRS Key District Offices to take specific action with respect to
identified information items;

. The extent to which media and other reports are relied on in the selection of tax-
exempt organizations for audit;
. Estimates of the percentage of tax-exempt organization audits open within IRS

Key District Offices that were initiated because of media reports or other third
party inquiries;

. The extent to which the procedures for selecting cases for audit differ depending
on the potential issues involved;
. The extent to which referrals from the IRS National Office are given more or less

weight than other referrals and whether the IRS National Office inquired, formally
or informally, about whether or not a referral resulted in an audit;

. How Congressional inquiries/referrals are handled, whether a record of such
inquiries is maintained, how such records are maintained (e.g., computerized
record or handwritten log), and who is responsible for maintaining the record,
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. How third party referrals (including media reports) are handled within the
employee’s division; and

. Whether a record of such inquiries is maintained in the division, how such records
are maintained (e.g., computerized record or handwritten log), and who is
responsible for maintaining the record.

Congressional correspondence

The Joint Committee staff reviewed information derived from IRS management
information systems regarding Congressional inquiries received from 1990 to the present. The
IRS Office of Legislative Affairs provided information available under its tracking system. The
IRS also provided a list of Congressional correspondence from the PROMIS system. The Joint
Committee staff reviewed all general and Congressional correspondence received by the Exempt
Organizations Division over a 14-month period along with a review of the responses to such
correspondence. Chronology correspondence files from the IRS Office of the Assistant
Commissioner for Employee Plans and Exempt Organizations were also reviewed.

Internal Revenue Manual

The Joint Committee staff reviewed the procedures contained in the Internal Revenue
Manual with respect to processing of determination letter requests, examinations of tax-exempt
organizations, handling of information items, and employee conduct.

Employee conduct

In connection with its investigation, the Joint Committee staff reviewed the policies and
procedures of the IRS, the Treasury Department, and the White House with respect to employee
involvement in specific taxpayer matters. The Joint Committee staff reviewed the ethical
requirements applicable to such employees, the written guidelines provided to employees, and
the manner in which such policies and procedures are implemented. The Joint Committee staff
reviewed records of instances in which IRS employees or other executive branch officials were
accused of bias or improper behavior with respect to tax-exempt organization matters.

The Joint Committee staff requested from the IRS copies of any written materials
provided to or made available to IRS employees that defined the circumstances under which an
IRS employee is required to recuse himself or herself from an assigned case and a description of
how IRS employees are informed of these rules. The Joint Committee staff requested any written
IRS guidance describing situations under which an IRS employee should or may recuse himself
or herself from a matter involving a tax-exempt organization because of the employee’s political
affiliation, membership in an organization, or philosophy or other ideology.
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The Joint Committee staff review included the following:

. Document 9076 (1-93) (IRS’ Office of Government Ethics (“OGE”) Standards of
Ethical Conduct; Self Study Guide);

. Document 9077 (1-93) (OGE Standards of Ethical Conduct for Employees of the
Executive Branch);

. Document 9335 (11-94) (Interim Handbook of Employee Conduct and Ethical
Behavior);

. 5 C.F.R. part 3101 (Supplemental Standards of Ethical Conduct for Employees of
the Treasury Department) (May 5, 1995);

. 31 C.F.R. part 0 (Department of the Treasury Employee Rules of Conduct) (June
1, 1995);

. Document 7098 (Rev. 5-89) (Internal Revenue Service Rules of Conduct);

. Executive Orders 12674 and 12731,

. Internal Revenue Manual 7(10)41.1 (9-14-90);

. Internal Revenue Manual 7(10)69-3, 130 (11-27-91);

. Internal Revenue Manual 4200, subsection 42(11)5.2 (5)(b) (3-15-95);

. Internal Revenue Manual 7130 (4-24-79); and

. 18 U.S.C. 208(a).

Joint Committee staff requested from the IRS (including the IRS Office of Inspection)
and the Treasury Inspector General a list of all instances, from January 1, 1990, through 1997, in
which IRS employees (or other Administration officials) had been accused of exhibiting bias or
otherwise interfering with any cases involving tax-exempt organizations. To provide this
information, the IRS National Office contacted the offices of the Assistant Chief Counsel
(General Legal Services), Assistant Chief Inspector, Executive Support, Labor Relations, and
Taxpayer Advocate. In addition, the IRS National Office requested in writing that IRS Key
District Offices for Employee Plans and Exempt Organizations and the Exempt Organization
Division of the IRS National Office conduct a survey of managers to determine if they had
personal knowledge of instances of alleged bias.

From the period 1990 through 1997, there were 18 instances in which allegations were
made of improprieties (by IRS employees and by others) with respect to cases involving tax-
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exempt organizations. Eight of these instances involved organizations within the scope of the
Joint Committee staff investigation.

The IRS National Office also reviewed the ability of certain management information
systems, including the Automated Labor and Employee Relations Tracking System
(“ALERTS”)® and the Problem Resolution Office Management Information System
(“PROMIS”)* to produce responsive information. The IRS National Office noted in responding
to the Joint Committee staff request that there is no one system, or combination of systems, by
which the IRS can with certainty identify all instances in which an IRS employee may have been
accused of exhibiting political or other bias or of otherwise interfering with cases involving tax-
exempt organizations. The computer systems are not designed to track such information.

Since October 1, 1996 (in accordance with the Taxpayer Bill of Rights I1), the IRS has
had a Customer Feedback System. This system enables the IRS to record identified misconduct
of IRS employees and is comprehensive enough to include instances in which an employee is
accused of exhibiting political or other bias or otherwise interfering with cases involving tax-
exempt organizations. This system may provide a systematic way for the IRS to track potential
employee bias in the future; however, it was too new to provide any comprehensive or useful
data with respect to cases involved in the Joint Committee staff investigation. The IRS checked
the entries in this system from October 1, 1996, through May 27, 1997. For that period, the
system recorded approximately 2,500 complaints, 14 of which applied to Employee Plans and
Exempt Organization employees. These 14 cases were examined by the Joint Committee staff;
one case involved an allegation relevant to the Joint Committee staff investigation, which was
also disclosed in the survey of managers. The remaining cases concerned allegations of delays in
case processing, failure to return calls or meet appointments, incompetence, or discourtesy.

% ALERTS is an IRS-wide automated case management and control system containing
information about disciplinary cases, benefits and compensation cases, agency and negotiated
grievances, inspection cases, negotiation issues, special projects and activities, third party appeals
and adjudications, unfair labor charges and complaints, and centralized employee tax compliance
cases. The ALERTS is currently the repository for information concerning employee
misconduct. The ALERTS is maintained by the IRS Office of Labor Relations and provides data
for reports and analyses of trends concerning the disposition of cases and the consistency of
discipline. Cases in the ALERTS are coded to reflect the type of misconduct involved (e.g.,
absence without leave, insubordination, etc). Data concerning employee bias is not identified by
a unique code and, therefore, not readily available from the ALERTS. From October 1, 1989 to
May 30, 1997, on a nationwide basis, there were 309 entries on the ALERTS relating to
Employee Plans and Exempt Organizations employees. No case was found in which the
allegation of bias was present (one case involved an allegation of misuse of position against a
neighbor).

2 The PROMIS is used to control and process Problem Resolution Program and
Taxpayer Assistance Order cases. Approximately 500,000 entries are prepared each year. The
PROMIS system has no code used consistently to record an allegation of bias.
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Due to the lack of a comprehensive data base or system for identifying all instances of
allegations of political bias, the IRS National Office requested that managers in the IRS Key
District Offices and the IRS National Office be surveyed to determine their recollections of such
cases. The IRS requested information from the IRS Office of Executive Support, which is
responsible for disciplining employees covered by the Executive Resources Board. This search
revealed one instance relevant to the Joint Committee staff investigation, which was also
identified through the Customer Feedback System.

The Joint Committee staff also reviewed personnel records of selected IRS employees, to
the extent permitted under the Privacy Act.

Other material

Joint Committee staff reviewed all published and unpublished IRS documents from 1987
to the present relating to the standards for evaluating the political and lobbying activities of tax-
exempt organizations described in Code sections 501(c)(3) and 501(c)(4), including standards for
applying the private benefit test to such activities.

E. Review of Other Information

Affected organizations and individuals

The Joint Committee staff reviewed materials submitted to it by organizations and
individuals.

Other investigations

The Joint Committee staff was given access to and reviewed all of the IRS Office of
Inspection files relating to its investigation, including interview records and internal workpapers.
In addition, Joint Committee staff requested and received copies of all Treasury Inspector
General files relating to its investigation, including interview records and internal workpapers.

Other Federal agencies

The Joint Committee staff requested and received information from the White House, the
Department of the Treasury, and the Department of Justice.

The Joint Committee staff requested that the White House, the Department of the
Treasury, and the Department of Justice each provide all records of any communications (written,
oral, or electronic) for the period 1990 to the present with the IRS that were initiated by the
White House, the Department of the Treasury, or the Department of Justice regarding:
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. general policies and practices of the IRS with respect to tax-exempt organizations (other
than qualified pension plans described in section 401(a) of the Code), including the IRS’s
determination letter process and survey and examination process;

. the IRS’s treatment of, or final determination regarding, any particular application for tax-
exempt status submitted by any tax-exempt organization; and
. the initiation, conduct or resolution by the IRS of any survey for examination or

examination of any particular tax-exempt organization or individual associated with such
an organization.

The Joint Committee staff further requested of each office the applicable practice and
procedure of such office for handling information submitted by third parties (both within and
outside of the Administration, and including media reports) regarding the Federal tax status or
affairs of organizations that are exempt from tax or are seeking tax-exempt status (as well as
individuals associated with such organizations). The Joint Committee staff requested the policy
and practice regarding involvement in the IRS determination letter and audit processes for tax-
exempt organizations (including individuals associated with such organizations) by any
employee of such office.

Because of the role of the Department of Justice in certain IRS litigation, the Joint
Committee staff excluded from the scope of its request records of communications regarding
matters in which Department of Justice involvement commenced only after completion of the
IRS administrative process with respect to such matters. This was done to exclude routine
communications relating to matters in litigation from the scope of the review.

The Joint Committee staff requested information from the White House Counsel’s office
of communications with the IRS or the Treasury Department by the White House with respect to
tax-exempt organizations. The White House supplied correspondence tracking logs and copies
of certain communications from taxpayers that were forwarded to the Treasury Department for
routing to the IRS.

With respect to the request made to the White House, Senior Counsel to the White House
Counsel conducted a search of White House files and found no White House correspondence
with the Treasury Department or the IRS regarding tax-exempt organizations.* The search
included the Oval Office, the office of the Chief of Staff (and the offices of the Deputy Chiefs of
Staff and Senior Advisors to the President), the Office of Communications, the Counsel to the
President, the Office of the First Lady, the Office of Legislative Affairs, the Office of Political
Affairs, the Office of the Special Envoy for the Americas, the Staff Secretary, the
Correspondence Office, Records Management, the Office of the Vice President, the Council of

% A similar search of Treasury Department and IRS employee files identified no
correspondence written by White House employees relating to tax-exempt organization matters.
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Economic Advisors, the Office of Management and Budget, the Domestic Policy Council, and
the National Economic Council

The Joint Committee staff requested information on the extent to which the White House
requested or received reports from the IRS on action taken with respect to information forwarded
to the IRS from the White House.

The Joint Committee staff reviewed a printout of the correspondence log of tracked cases
kept by the White House Office of Correspondence. There was no evidence from this
correspondence log of any unusual handling of any correspondence relating to tax-exempt
organization matters. In addition, the Joint Committee staff reviewed detailed information
concerning certain letters to the White House on matters relating to tax-exempt organizations.
None of these letters contained information relating to organizations that were relevant to the
Joint Committee staff investigation.

1 With respect to employees who leave the White House, materials are sent to Records
Management; this is also the practice for materials of current employees who need more space.
Records Management inventories the name of each file received. In response to the Joint
Committee staff document search, Records Management ran a computer search of file names and
a manual search of file names not yet on computer, but did not find any information responsive to
the Joint Committee staff request.
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V. DETAILS OF IRS OPERATIONS RELATING TO EXEMPT ORGANIZATIONS

The allegations levied against the IRS charged that the treatment of tax-exempt
organizations varied depending on the organization’s perceived positions vis-a-vis the Clinton
Administration and/or its policies. Tax-exempt organizations that were perceived to favor the
Clinton Administration were alleged to have received favorable or expedited treatment, whereas
tax-exempt organizations opposed to the Clinton Administration and/or its policies were alleged
to have received unfavorable treatment.

As described in Part IV, to assess the validity of such allegations, the Joint Committee
staff investigated the tax-exempt organization determination letter and examination processes in
general. In addition, the Joint Committee staff reviewed complete case files and other
information with respect to specific tax-exempt organizations (and individuals associated with
such organizations) within the scope of the Joint Committee staff investigation.

An element of the allegations is the assertion that the IRS as an entity improperly reacted
to information relating to tax-exempt organizations received from sources outside the IRS. To
evaluate the merits of this assertion, the Joint Committee staff investigated not only the handling
of such information items with respect to specific tax-exempt organization cases, but also the
way in which such information reaches the IRS, the form such information takes, and the systems
and controls the IRS has in place to process the information.

Another element of the allegations is the assertion that individual IRS employees and
other Federal officials improperly influenced the outcome of specific tax-exempt organization
cases. In this regard, the Joint Committee staff reviewed internal IRS controls relating to
employee conduct, including applicable policies and procedures. The Joint Committee staff also
reviewed IRS handling of actual allegations of employee misconduct with respect to tax-exempt
organizations for the period 1990 through 1998.

The following discussion provides a detailed discussion of these critical elements of the
Joint Committee investigation, including current IRS practices with respect to determination
letters and examinations, IRS handling of information items, and employee conduct issues and
procedures.
A. Determination Letter Process
1. General information relating to determination letter process
As discussed in Part IV., in the course of its investigation, Joint Committee staff

requested and received from the IRS information relating to the handling of determination letter
applications for tax-exempt organizations. Among the information provided by the IRS were
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data relating to the determination letter process.** The Joint Committee staff requested and
received information on the number of determination letter applications for tax-exempt
organizations received and IRS disposition of such applications for the fiscal year 1992-1996
period. In general, the IRS did not compile data on the determination letter process prior to fiscal
year 1992 in a manner that could be readily retrieved. The Joint Committee staff requested
specific information relating to organizations described in Code sections 501(c)(3) and 501(c)(4).

During the fiscal year 1992-1996 period, determination letter applications received by the
IRS grew at a relatively constant rate. Table 1 provides statistics for this period on determination
letter requests received, applications approved, applications withdrawn, applications closed for
failure to establish tax-exempt status, and applications denied.

Table 1. -- Determination Letter Statistics
Fiscal Years 1992-1999
Fiscal Year | Applications | Applications | Applications | Applications | Applications
Received Approved Denied Withdrawn Closed for
Failure to
Establish
Exemption
1992 45,324 N/A? N/A* N/A? N/A*
1993 61,306 46,166 696 1,512 8,864
1994 65,810 49,088 679 1,478 10,198
1995 67,178 50,613 619 1,468 11,442
1996 68,463 48,635 577 1,438 11,319
1997 77,733 52,776 299 1,358 14,000
1998 78,259 56,988 426 1,297 12,494
1999 74,444 58,160 470 1,244 9,186

! No data available prior to 7/15/93.

Approximately 70-75 percent of determination letter applications are approved annually.
Fewer than one percent of the determination letter applications received are denied tax-exempt

%2 These data were obtained from two management information systems. The Employee
Plans and Exempt Organization Determination System (“EDS”) tracks determination letter
applications that are processed at the IRS Key District Office level. The IRS National Office
tracking system (“SEQUENT?”) tracks information relating to determination letter requests that
are either received or processed at the IRS National Office level.
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status each year. The nine determination letter cases identified by the Joint Committee staff as
within the scope of the Joint Committee staff investigation represent less than 1/100th of one
percent of the applications received each year.

2. Overview of processing of determination letter applications

The Ohio Key District Office of the IRS is responsible for the processing of
determination letter requests related to tax-exempt organizations. This process was centralized in
the Ohio Key District Office, beginning on a phased-in basis in fiscal year 1996, to accomplish
more uniform management and processing of applications for tax-exempt status. Applications
are originally received in the Cincinnati Service Center, where they are input into the IRS’s
computer system and assigned a case grade.*®* The initial processing of requests (e.g.,
establishment on the Employee Plans and Exempt Organization Determination System (“EDS”),
assignment of an EDS case number, and processing of user fees and technical screening) is
centralized in the Ohio Key District Office. Cases are forwarded from the Service Center to the
Ohio Key District Office Support and Processing Unit and held there until requested for technical
screening. Cases not closed during technical screening are returned to the Support and
Processing Unit and held as unassigned inventory until requested for assignment by the Ohio Key
District Office groups or shipped to another IRS Key District Office. Cases to be processed by
other IRS Key District Offices are shipped weekly.

Technical screeners review (1) the grade assigned to determination letter applications to
ensure that the cases have been graded appropriately and (2) the application for completeness.
The applications are then received by the processing staff, which consists of clerical employees
who assign the determination letter requests to determination letter specialists. There are
approximately 200 Exempt Organization determination letter specialists employed by the IRS.

IRS employees in the Ohio Key District Office fill out a sheet requesting cases to be
processed. The cases are selected in date order. After signing for the cases, the employee begins
screening for merit closures. This technical screening of determination letter requests is the
inspection of the applications for the purpose of identifying and quickly approving applications
from those types of organizations that have historically high levels of compliance with the Code
and regulations.®* During fiscal year 1995, 19 percent of all applications were closed after merit
screening; in fiscal year 1996, 22 percent were so closed.

During the fiscal year 1996-1998 period, the processing and review of determination
letter requests was in the process of being transferred to the Ohio Key District Office. During
fiscal year 1996, only 18 percent of the determination letter requests received by the IRS for tax-

% In general, cases are graded either 9, 11, or 12 based on the complexity of the issues
involved. The cases are then assigned to IRS employees based on the employee’s grade level so
that more difficult cases generally are not assigned to lower grade employees.

% |IRM 7662.81(1).
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exempt organizations were reviewed in the Ohio Key District Office and many of these were
determination letter requests that were merit screened.

On average, the IRS processes determination letter applications that are merit screened in
approximately 37 days, applications that are assigned for IRS Key District Office review in
approximately 90 days, and applications that are forwarded to the IRS National Office in 190
days. The IRS monitors the average time taken to process determination letter cases and goals
are established for these cases. For example, during fiscal year 1997, the goal for average time to
process determination letter applications was 50 days in the case of merit screenings, and 87 days
for all closures.

IRS employees prepare monthly time reports, which are used to highlight any problem
cases and to explain any “old” cases. Employees must provide an explanation for any case over
100 days old that the employee has held for more than 35 days.

Pursuant to an IRS Field Directive dated January 21, 1999, if a determination letter
application has been pending for 270 days or more, the taxpayer has the right to request a
conference with the head of the appropriate division (i.e., the IRS Key District Director, if the
case is in the Key District Office, or the Assistant Commissioner, if the case is in the IRS
National Office) to discuss the status of the application.

An organization can request that the IRS expedite a determination letter application.®
Under the Internal Revenue Manual,* requests for expedited treatment must be made in writing
and contain a compelling reason why a case should be worked ahead of its normal date order. In
general, expedited treatment is granted in the following circumstances:

* when a grant to the applicant is pending and the failure to secure the grant may have

an adverse impact on the organization’s ability to continue operations;

* when the purpose of the newly created organization is to provide disaster relief to

victims of emergencies such as flood and hurricane;

» when there have been undue delays in issuing a determination letter caused by

problems within the IRS; and

» in any other situation where the Division Chief or his or her delegate feels expedited

service is warranted.

The Internal Revenue Manual sets forth procedures for the handling of determination
letter requests of tax-exempt organizations. The Internal Revenue Manual provides that each
application for exemption should be screened and processed in the Service Unit within 10
working days after its receipt. Certain types of cases cannot be given favorable determination

% As described in Part IV.C., a high percentage of Congressional inquiries made with
request to exempt organizations were requests to expedite the processing of determination letter
requests.

% |RM 7661.2.
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letters through the technical screening process;*” included in this category of applications are
cases involving Code sections the IRS deals with infrequently, cases with unusual issues,
controversial types of organizations and cases with voluminous attachments. Determination
letter applications in cases in which there may be an issue as to potential impermissible political
and/or lobbying activities are not handled differently than other cases; such cases are not
necessarily assigned a high grade. Cases that cannot be screened are assigned to a specialist to
review. Determination letter case files are sent by grade level in chronological order to the
determination letter groups on a work-needed basis. Neither IRS employees nor their group
managers can choose the cases that are assigned to the employees.

The Internal Revenue Manual® states that IRS Key District Offices will issue
determination letters as quickly as possible after completed applications and correct user fees are
received. Cases are generally to be processed on a first-in, first-out basis. There is no specific
criteria in the Internal Revenue Manual on the number of days to complete the processing of a
determination letter application. However, the IRS National Office does issue an annual EP/EO
Measurements Memorandum that includes calendar day measures for processing determination
letter applications.

The IRS has an Exempt Organizations Application Worksheet (Form 6038) that was
developed to ensure that uniform standards are applied to all tax-exempt organization
determination applications. When issues are raised by a determination letter application, the
Internal Revenue Manual provides the following guidance:

“Although an application for recognition of exemption may be ‘complete,” (see Internal
Revenue Manual 7662.6) additional information from the applicant may be required. EO
personnel are urged to review carefully each application for exemption to ensure that
requests for additional information are thorough, complete and relevant to the subsection
of IRC 501(c) appropriate to the applicant. Improper determination letters often are
issued in those cases in which organizations express their aims and purposes in broad,
general language, usually tracking language used in the IRC or Regulations, without
explaining the specific nature of the activities, the manner in which they will be
conducted, or the source of income and nature of expenditures. . .

“Exempt status will be recognized in advance of operations if proposed operations can be
described in sufficient detail to permit a conclusion that the organization will clearly meet
the particular requirements of the section under which exemption is claimed. A mere
restatement of purposes or a statement that proposed activities will be in furtherance of
such purposes will not satisfy these requirements. The organization must fully describe
the activities in which it expects to engage, including the standards, criteria, procedures,

% |IRM 7662.81.
% |RM 7661.1(12).
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or other means adopted or planned for carrying out the activities; the anticipated sources
of receipts; and the nature of contemplated expenditures.”*

Under the Internal Revenue Manual, if an application is complete but additional
information is needed, a letter is sent to the applicant requesting that such information be
provided within 21 days. The Internal Revenue Manual also states that it may be helpful to
contact applicants by telephone to clarify information on the determination letter application
prior to issuing a letter requesting additional information from the organization. However, the
Internal Revenue Manual provides that, if the question concerns inurement, discrimination,
political activity, or anything else that is a deciding factor for tax-exempt status, the information
must be obtained in writing over the signature of an officer or authorized representative of the
organization.*

Under the Internal Revenue Manual, if requested information is not received within the
21-day period, then the IRS employee is directed to attempt to telephone the individual whose
name and phone number appears on the application, or the organization’s authorized
representative, to inquire about the status of the requested information. If the information is not
received within 35 days and there has not been a written or oral request for an extension, then the
Internal Revenue Manual provides that the case will be closed as Failure to Establish (“FTE”)
Exempt Status. The organization is advised by letter that the IRS has closed the case.

In general, the IRS is required to accept the statements made on a determination letter
application as true. If, however, the IRS has information indicating that the organization may
operate or is operating in a manner that is contradictory to the statements made on the face of the
application, the taxpayer is given the information and asked to comment on it. If the
organization is operational, the IRS may initiate an examination of the organization’s activities
prior to issuance of a determination letter. In addition, the IRS employee who is reviewing the
application may complete an information referral (Form 5666 -- EP/EO Referral/Information
Report), which is placed in a future action file in the relevant IRS Key District Office. Prior to
1998, there was no systematic method by which these information referrals were handled. As of
February 25, 1998, the Ohio Key District Office had begun using a tracking system to follow
these information referrals.

IRS employees interviewed by the Joint Committee staff indicated that many
organizations requesting tax-exempt status are small and relatively unsophisticated; often the
determination letter applications will not contain information that adequately establishes that the
organization will be operated in a manner that justifies tax exemption. IRS employees believe
that this lack of expertise necessitates more assistance on the part of the IRS than might be
necessary in other areas. The IRS will generally try to assist organizations in perfecting their

% |RM 7665.3.
“ |RM 7665.3(9).
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determination letter applications so that a favorable letter may be issued. This educational
process can lead to delays in the processing of determination letter applications.

The IRS has discretionary authority to issue determination letters. The IRS may refuse to
rule or may issue an adverse ruling. The organization may also withdraw its application at any
time prior to the issuance of a proposed denial of the application for exemption. IRS employees
may not solicit the withdrawal of determination letter applications.*

Proposed adverse rulings and determination letters are required to contain the following
information: (1) a statement of the material facts upon which the determination is based; (2) the
applicable statute, regulations, or other governing precedent; and (3) the conclusion and a clear
explanation of supporting reasoning. The letter must explain the organization’s right to protest to
the IRS Appeals Division, the organization’s right to a conference, and, in cases involving Code
section 501(c)(3), that appropriate State officials will be advised of the action under Code section
6104(c). If the organization’s request for exemption is denied, the IRS employee will request
that the organization furnish the appropriate tax returns as a taxable entity. In addition, the IRS
employee will prepare Form 5666 and make a referral to the Examination Division.

Under section 7428, once an organization’s administrative remedies have been exhausted,
the organization may request declaratory judgment upon the IRS’s refusal to rule or adverse
ruling.

3. Internal review of determination letter processing

Within the Ohio Key District Office, a Review Staff is responsible for reviewing
determination letter cases and providing technical assistance to IRS employees who process
determination letter cases. Review Staff employees are generally selected from experienced
employees and receive considerable on-the-job training in the review function.

The Internal Revenue Manual (and local procedures) provide that certain determination
letter cases are subject to mandatory review by the Review Staff.*> Among the types of cases for
which mandatory review is required are (1) impact cases (controversial issues involved, issues
involving regional or national impact, or issues that may cause widespread publicity for the IRS),
(2) technical advice cases, and (3) proposed adverse determinations for organizations seeking
tax-exempt status under section 501(c)(3). In all, there are approximately 20 types of cases that
are subject to mandatory review.

In addition to the mandatory review cases, other cases may be forwarded to the Review
Staff as part of the Employee Plans and Exempt Organization Quality Measurement System
(“EQMS”). Under EQMS, a Review Staff employee completes a check list based on a review of

“ |RM 7665.2.
2 |IRM 7(11)21.2.
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a statistical sample of determination letter cases. The completed check list is used to generate
reports that measure work quality. EQMS results for the Ohio Key District Office for the last
quarter of fiscal year 1996 showed that, of 364 determination letter cases reviewed by the Review
Staff, 13 (3.6 percent) were returned to the group (i.e., sent back to the employee handling the
determination letter request) because of errors identified in the handling of the case. For non-
EQMS cases for the same period, of 91 cases reviewed, 8 (8.7 percent) were returned to the
group. EQMS generates trend reports and error reports periodically.

The Review Staff does not track errors by employee for EQMS purposes. However, with
respect to mandatory reviews, the Review Staff does track errors by employee and retains copies
of the reviewer memoranda.

In the event of a disagreement between the Review Staff and an employee as to the nature
of an organization’s activities, then the approach generally taken is to ask the organization to
provide additional documentation to support the organization’s application.

Quality in examination cases is measured in terms of seven different standards. These
standards include (1) hours charged to the case, (2) time taken to complete the case, (3) contact
frequency, (4) technical quality of the case, (5) administrative aspects of the case, (such as
preparation of forms and workpapers), (6) taxpayer communication, and (7) manager rating.

The Review Staff issues periodic review bulletins to group managers in the event of
persistent problems or recurring issues.

4. IRS National Office involvement with respect to determination letter requests

Under current IRS procedures, the IRS National Office processes certain determination
letter requests. In general, under Delegation Order 113, Key District Office Directors are
authorized to issue, modify, or revoke determination letters under sections 501 and 521 of the
Code. However, the Internal Revenue Manual provides that the following determination letter
cases are to be forwarded to the IRS National Office for processing: (1) applications that present
questions for which there is no clear established guidance; or (2) applications that have been
specifically reserved by revenue procedure and/or Internal Revenue Manual instructions for IRS
National Office handling.*® The Internal Revenue Manual provides that once a case has been
identified for IRS National Office handling, it must be expedited by Key District Office
personnel to avoid delays in issuance of the determination letter that may cause taxpayer
complaints.

When a determination letter application is referred to the IRS National Office, it is
removed from the EDS database and input into the IRS National Office database, which is
referred to as SEQUENT. IRS National Office personnel are generally more experienced than
their Key District Office counterparts.

“ IRM 7664.1.
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The procedures for processing determination letter applications in the IRS National
Office are the same as those followed by the Key District Offices. Each application receives a
control number and is reviewed to determine if the proper user fee was submitted. Applications
are entered into the IRS National Office database (SEQUENT) and assigned to a branch. The
application is reviewed by the Branch Chief (and the Division Chief in some cases). Branch
Chiefs track the progress of cases through reports that include the assignment date, status, total
hours charged, and age. The Assistant Commissioner’s office is informed when cases are
considered sensitive through the Report of Significant Matter in EP/EO. Unlike the Key District
Offices, the IRS National Office has a 100-percent review rate for all determination letter
applications processed.

The IRS National Office receives approximately 2,000 of the approximately 70,000
determination letter applications filed each year. In fiscal year 1996, the IRS National Office
closed on merit 268 applications, approved 1,570 applications, and denied tax-exempt status in
158 cases.

The IRS National Office conducts a limited post-review function with respect to
determination letter applications reviewed in the Key District Offices; in these cases the IRS
National Office reviews determination letter cases after the determination letter has been issued.
This post-review function was reduced in 1992 and was limited to cases involving private
schools. In 1998, the post-review process was reinstated using a sample procedure. The post-
review function can lead to an audit of the organization.

Some IRS employees believe that the process of referring determination letter cases to the
IRS National Office is in need of reform. One IRS employee stated that the Office of Chief
Counsel’s concern about losing court cases resulted in a lack of clarity with respect to applicable
standards for referral.

5. Training of IRS employees with respect to processing of determination letter requests

IRS employees are provided training with respect to the handling of tax-exempt
organization determination letter requests. New employees undergo specific training programs.
These programs consist of the following: (1) a 10-day classroom course that provides employees
with a basic understanding of what to expect on the job and what is expected of them (the EP/EO
New Employee Orientation); (2) a 20-day classroom course that is a comprehensive study of
Federal tax laws relating to exempt organizations (EO Tax Law); and (3) five weeks of on-the-
job training. In addition, new employees are given a 15-day Basic Income Tax Training for
EP/EO, which is a condensed version of the revenue agent training program, and a 10-day
Auditing Techniques course.

All IRS tax-exempt organization specialists receive continuing professional education
(“CPE”) training annually. IRS employees interviewed by the Joint Committee staff generally
indicated that the CPE training materials were very good to excellent. Some IRS employees
interviewed suggested that more CPE training would be useful and that more specialization in
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particular issues would be desirable. Some IRS employees complained about not having access
to basic research tools, such as Lexis or Westlaw, and not being able to get their own copy of the
Internal Revenue Code or, if they did get one, it was an out-of-date version.
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B. Examination Process
1. Tax-exempt organization examination function

Four IRS Key District Offices currently conduct tax-exempt organizations examinations -
- Northeast, Southeast, Western, and Midstates. Although the IRS National Office has
programmatic authority over the Employee Plans and Exempt Organization Key District Offices,
it has no direct line authority. Such line authority is exercised by the regions in which the IRS
Key District Offices are located.*

For 1993-1995, the Exempt Organization Division budgeted an average of approximately
26 percent of available staff days to its examination program. The IRS currently employs
approximately 400 revenue agents to conduct examinations of tax-exempt organizations. Table 2
shows the breakdown of Exempt Organization Field Exam staff to total Exempt Organization
staff for fiscal years 1990-1997.

Table 2.-IRS Exempt Organization Field Exam and Total Exempt
Organization Staff, 1990-1999

Fiscal Year EO Field Total EO Staff*
Exam Staff
1990 374 862
1991 348 851
1992 356 868
1993 354 863
1994 375 860
1995 427 946
1996 439 958
1997 411 924
1998 395 891
1999 390 895

! Includes all IRS Key District Office and IRS National Office staff.

As of January 1, 1997, the IRS had 8,790 open tax-exempt organizations examinations --
1,966 of these related to section 501(c)(3) organizations and 422 related to section 501(c)(4)

* See discussion in Appendix A, below, above, regarding prior experiments within the
Exempt Organization Division to revise the chain of command and the revised structure to be
implemented as part of Commissioner Rossotti’s restructuring plan for the IRS. The discussion
herein is based on the chain of command as it existed in 1997 and 1998.
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organizations.” Because approximately 30 percent of all tax-exempt organizations are within the
Southeast Key District Office's jurisdiction, a significant portion of examination activity is
performed within that IRS Key District Office. Table 3 shows the number of active tax-exempt
organizations and returns examined for fiscal years 1993-1999.

Table 3.--Examinations of Tax-Exempt Organizations, 1993-1999

Fiscal Year Active Exempt Total Returns Examined
Organizations® (Excluding Tax-Exempt
Bonds)
1993 1,103,265 12,589
1994 1,126,976 11,765
1995 1,149,867 10,450
1996 1,187,700 10,952
1997 1,235,470 10,600
1998 1,285,663 10,227
1999 1,316,878 8,519

Source: Internal Revenue Service

! Number of active tax-exempt organizations does not include churches that have not elected to file with the
IRS.

On average, the IRS audits approximately 0.7 percent of tax-exempt organization returns
annually.

2. Selection of tax-exempt organization returns for examination

In general

The IRS tax-exempt organization function selects tax-exempt organization returns for
examination in a variety of ways. Although the IRS National Office does not exercise line
authority over the IRS Key District Offices, it does establish general work priorities through the
IRS National Office Workplan Guidelines. These guidelines set the general parameters for what
each IRS Key District Office is expected to accomplish for the upcoming fiscal year with respect
to, among other items, examination coverage. For fiscal year 1997, the breakdown of
examination time provided in the IRS National Office workplan to the District Offices was 30
percent for coordinated examination program cases, 7-9 percent for tax-exempt bonds, 5 percent
for gaming, 5-15 percent for headquarters (nationwide) projects, and the remaining
approximately 42-54 percent reserved for local projects and case work.

* As of June, 1993, Employee Plans and Exempt Organizations assumed responsibility
for tax-exempt bond financing. The tax-exempt bond audit program is separate from the regular
exempt organization audit program.
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Coordinated Examination Program (“CEP”)

To supplement its regular examination program and in acknowledgment of the
increasingly complex structures of tax-exempt organizations, the Exempt Organization Division
initiated the Coordinated Examination Program (“CEP”) in August, 1991. Prior to this time,
examinations of larger tax-exempt organizations were limited to reviewing the organization’s
activities and verifying the accuracy of return information. The CEP procedures contemplate that
the examination will be conducted by a team of experienced agents, headed by a case manager.

A tax-exempt organization can be included as a CEP case if it is a domestic or foreign
organization together with effectively controlled entities (regardless of the percentage of
ownership) whose organizational structure, geographical dispersion, or other examination
problems warrant application of coordinated case procedures.* These examinations may require
interdistrict coordination (because of the geographical dispersion of related organizations), team
audit techniques, and case manager participation. Churches are not included in the universe of
organizations that may be identified for CEP audit.

Factors that are taken into account in identifying CEP cases are total assets of the
organization, gross receipts, controlled and/or related entities, national impact, team members,
specialists, support employees, and total direct examination staff days. Under current IRS
procedures, the following organizations may be considered for a coordinated examination: (1)
organizations with assets or income of $50 million or more and with related taxable and/or tax-
exempt entities; (2) organizations with controlled or related entities whose total combined assets
and/or income exceed $50 million; (3) EP/EO Industry Specialization Program issues; (4)
evangelist organizations which use the radio and television media; (5) multi-organizational
health care organizations; (6) central or parent organizations (generally State, regional, or
national organization) with one or more subordinate or otherwise related organizations; (7)
colleges and universities with multiple operations (i.e., hospitals, TV stations, radio stations,
hotels, publishing activities, national testing services); and (8) any other case which would
materially benefit from the greater involvement of a manager and a team examination approach.

As part of the IRS Key District Office’s program planning for the CEP, the Key District
Office must identify its CEP universe, which is a list of the organizations in the Key District
Office’s jurisdiction that are candidates for a CEP audit. In general, the CEP audits that are
commenced in any fiscal year will be drawn from the IRS Key District Office’s list of CEP
organizations in a manner consistent with the goals of the IRS National Office work plan.

Approximately 22 percent of direct examination time was devoted to CEP audits during
fiscal year 1993. The percentage increased to 32 percent in fiscal year 1995, and was 30.7
percent for fiscal year 1997. The number of CEP returns examined and closed increased from
157 during fiscal year 1993 to 655 during fiscal year 1995. The amount of additional taxes and
penalties assessed also increased from $6.4 million to $40.0 million. One half of CEP exams are

% |RM 7(10)(18)4.1.
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hospitals and one quarter are colleges and universities. The remaining one quarter include a
variety of other organizations.

IRS National Office projects/samples

In general.--In its annual Workplan Guidelines, the IRS National Office identifies certain
types of organizations or activities that may warrant examination. In certain cases, the IRS
National Office projects consist of gathering information about certain types of entities to
determine patterns of potential noncompliance. In other cases, based on such information
gathering projects, the IRS National Office may identify certain issues for examination focus. In
every case, however, the IRS National Office Workplan identifies categories of returns, rather
than specific organizations. In addition, the IRS Key District Offices generally are not mandated
to carry out the projects, but rather are directed to consider incorporating them into the
examination plan.

There are both mandatory nationwide projects (the IRS Key District Offices are required
to do them so that a valid statistical sample is achieved) and discretionary projects. The IRS
National Office may provide names of taxpayers to the Key District Offices by doing a computer
run of organizations in the project universe. Thus, organization names may be attached to the
samples in some cases.

Political and lobbying activities.--Certain of the IRS National Office Workplans
described projects involving the political or lobbying activities of tax-exempt organizations. For
example, the 1990 Compliance Workplan noted that a special emphasis examination program on
the political and legislative activities of section 501(c)(3) public charities and section 501(c)(4)
social welfare organizations commenced in fiscal year 1988 and continued in fiscal year 1989.
The program involved the completion of a lobbying and political expense checksheet in
connection with the examination of every section 501(c)(3) and section 501(c)(4) organization.
As of April, 1989, the IRS had collected 1,710 checksheets on section 501(c)(3) organizations
and 334 checksheets on section 501(c)(4) organizations. Of these, approximately 1 percent had
made the lobbying election under section 501(h). In the course of the examinations, no
organization’s tax exemption was revoked because of excessive lobbying. The IRS National
Office noted that two regions recommended that this program be eliminated in fiscal year 1990
because of the small number of organizations engaged in lobbying and political activity.
However, it further noted that Congress was concerned that the IRS have some type of program
in this area. Accordingly, the IRS National Office directed that the information gathering
program would continue in fiscal year 1990 with respect to section 501(c)(3) organizations that
are found to be engaged in lobbying or political activity, but not with respect to examinations of
section 501(c)(4) organizations. The program also continued into fiscal year 1991 “in view of
continuing congressional oversight interest.”*

" Fiscal Year 1991 Employee Plans and Exempt Organizations Workplan.
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In addition, the 1990 and 1991 Compliance Workplans stated that, in fiscal year 1988, all
political action committees (“PACs”) came under the jurisdiction of IRS Employee Plans and
Exempt Organizations. Due to the relative inexperience of the division in this area and the
continuing interest of Congress and others in these types of activities, the IRS National Office
suggested that the IRS Key District Offices might consider examination of some PACs in the
development of their workplans.*® The objective was to gain information and experience to aid
in the future planning and conduct of examinations in this area. The 1992 Compliance Workplan
contained a more specific directive, stating that each IRS Key District Office should examine at
least ten PACs during fiscal year 1992. The IRS National Office noted that “since 1990 was an
election year, you should give priority to initiating examinations for that year,” and suggested
review of State election commission filing and other sources, such as media coverage, to identify
potential noncompliance.

In the IRS Fiscal Year 1993 Workplan, issued by the IRS National Office in June, 1992,
political activities was an IRS National Office-designated compliance priority. The objective of
the project was to “ensure that organizations exempt under sections 501(c) and 527 are in
conformance with the statutory requirements. Since 1992 is an election year there should be a
particular awareness of, and a focus on, the political activities of section 501(c)(3) organizations
and political organizations under section 527.” The objectives emphasized that “educating
organizations about the restrictions on engaging in political activities and the filing requirements
of Form 1120 POL should increase voluntary compliance since many of the noncompliant
organizations are not aware of the requirements. We are encouraging the use of non-examination
compliance initiatives to address these issues.”

The IRS Fiscal Year 1997 Workplan issued by the IRS National Office in June, 1996,
noted that “during the election cycle of 1994 to 1996, numerous news articles were published
concerning exempt organizations’ intervention in political activities and their increased
electioneering efforts. Therefore, the regions should consider developing and implementing local
projects in this area, as well as addressing specific situations of potential noncompliance.”

Market segmentation projects.--During fiscal year 1994, the IRS implemented a so-called
“market segmentation” program that attempts to identify areas of noncompliance within certain
segments of the tax-exempt organization community. Time budgeted to these special projects
decreased from 14.4 percent of total examination time in fiscal year 1994 to 9.7 percent in fiscal
year 1996.

Local projects

Local projects are projects developed by the IRS Key District Offices, and generally arise
out of the particular characteristics of the filing population served by the IRS Key District Office,
although they may have wider applicability. The Joint Committee staff reviewed 80 local

“8 In this case, the proposed examination activity was discretionary and the IRS National
Office did not prepare a sample of specific organizations to be considered.
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projects undertaken during the period of 1990-1997. Of these 80, only one local project related
even tangentially to the political activities of tax-exempt organizations. The purpose of the
project was to determine why organizations that have political expenditures do not file a Form
1120 POL so that the IRS could implement appropriate education initiatives to improve
compliance. The IRS Key District Office expected the majority of organizations in the sample
universe for such project to be organizations described in Code sections 501(c)(5) and 501(c)(6).

Other procedures for classification and selection of tax-exempt organization returns for
examination

As discussed above, the annual IRS National Office workplan sets forth an expected
allocation of time among various general activities and projects. To accomplish those goals,
each IRS Key District Office is responsible for identifying taxpayers and returns for audit. If an
IRS Key District Office was required to allocate a percentage of time to a specified IRS National
Office project, selection of the tax-exempt organizations to be included in the project generally
would be performed at the Key District Office level. As discussed below, other factors that must
be taken into account in determining examination coverage include case group workload and
geographic coverage.

Computer identification

In the past, the IRS relied primarily on a computerized mathematical technique known as
SERFE (Selection of Exempt Returns for Examination) for selecting returns for examination.*®
Under SERFE, returns were scored by assigning weights to certain basic return characteristics.
However, the information used to develop the scoring formulas was derived from taxpayer
compliance management program (“TCMP”) examinations conducted over twenty years ago.
Therefore, its utility as a return selection mechanism was minimal. For example, during fiscal
years 1993-1995, 65 percent of tax-exempt organization returns selected for examination were
selected by SERFE. However, 64 percent of such returns were closed as non-examined. Almost
75 percent of the non-examined returns were closed for lack of audit potential. At present,
SERFE is used primarily for selecting cases for examination when a particular case grade or
location is important.®

In an effort to improve its return selection process, the Exempt Organization Division
implemented the Return Inventory Classification System (“RICS”) beginning in 1996. This
system permits searches for returns based on a variety of criteria, including size, location, and
type of tax-exempt organization. It also retains data over multiple years, thus permitting
comparative analyses.

“ See IRM 7922, 7923.

0 SERFE might be used, for example, if a KDO needed a certain number of GS-11 cases
for its inventory.
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RICS selects returns from the EOMF (Exempt Organizations Master File), which is a
subset of the IRS Business Master File. However, only about 20 percent of tax-exempt
organization return data is key punched and, therefore, included in the EOMF.

A selection of a return for examination based on return information only is inherently
incomplete. An internal IRS review of tax-exempt organization return selection conducted in
1991 noted that a classification system based on return information can only identify potential
issues that appear on the return. Many tax-exempt organization issues deal with an
organization’s activities and are not particularly susceptible to the use of computerized
classification methods. Many such issues are not apparent even from a manual review of the
return. In addition, tax-exempt organizations are more likely to file inaccurate or incomplete
returns. The IRS review stressed the necessity of retaining some kind of random examination
program.

Manual identification®

In general.--Manual identification of returns involves review by the Returns Program
Manager (“RPM”) of information items received by an IRS Key District Office from various
sources.” The items are screened for merit and the applicable return may be requested and
reviewed. Returns that are deemed to have audit potential based on this review are forwarded to
groups. The Group Manager and then an assigned employee review the returns as well. At any
point in the process, returns may be “screened;” i.e., closed without an examination. This may
occur because the return does not appear to have audit potential or because of workload
constraints.

Particularly in the tax-exempt organization area, information items play a role in the
examination selection process.”® In a 1997 memo, the Southeast Key District Director noted that
the Southeast Key District Office “continues to generate a significant part of its tax-exempt
organization examination workload from information referrals....generated by news media,
Members of Congress, State and local governmental officials, concerned third parties in the tax-
exempt organization community, and Service personnel.” In some cases, such as churches which
are not required to file returns, referrals may constitute the only way in which a tax-exempt
organization comes to the attention of the IRS. The Joint Committee staff investigation
identified that examinations initiated by such referrals comprise less than 10 percent of tax-
exempt organization examinations each year.

The various sources of information items reviewed by the Returns Program Manager, as
well as the handling of such items in each of the IRS Key District Offices, is described below.

51 See, also, the discussion in Part V.C.
2 IRM 7917.2.
53 See the definition of information items in Part \V.C.
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Referrals from within the IRS.--Within the IRS, there is a well-established system
whereby employees in one part of the IRS who identify potential tax enforcement issues that are
outside of their jurisdiction can refer such issues to the appropriate IRS office. Employee plans
and tax-exempt organization issues are reported on Form 5666 (EP/EO Information Report) or
Form 5346 (Examination Information Report).>* For example, a determination letter specialist
who approves the tax-exempt status of an organization based on the record before him or her, but
who believes there is an issue as to how the organization will actually operate, can complete a
Form 5666 recommending an examination to occur at a later date. This form would be
forwarded to the IRS Key District Office with examination jurisdiction over the entity in
question. Returns Program Managers are required to ensure that Forms 5666 are promptly
screened.” Those Forms 5666 that the Returns Program Managers concludes do not warrant
ordering a return for examination are so annotated and closed during the screening process.

The Joint Committee staff found that Forms 5666 are consistently a good source of
referrals. A 1991 internal study consistently showed a close to 100-percent change rate on
examinations resulting from referrals from employee plans and tax-exempt organization
examiners. The report concluded that the proper use of Form 5666 can significantly improve the
return selection process. One Chief of the Returns Program Manager section stated that most
referrals come from other functions within the IRS; on rare occasions referrals are received
directly from a taxpayer.

Referrals from the IRS National Office.--The Internal Revenue Manual requires copies of
ruling letters and information items received from the IRS National Office to be screened at least
monthly.*® Those that are not deemed to warrant examination should be noted and filed in the
administrative file maintained regarding the organization. If a return is requested, the
information item is to be attached to the return for reference during the examination. During the
fiscal year 1995-96 period, in the Southeast Key District Office, a total of 43 returns were closed
with an IRS National Office referral source code. This number represents 1.3 percent of total
closures for the Key District Office.

During the late 1980s, a reporting structure was instituted whereby the IRS Key District
Offices reported the disposition of IRS National Office referrals back to the IRS National Office.
Due to concerns and complaints from IRS Key District Offices about the appropriateness of such
reporting, the reporting requirement was eliminated beginning in fiscal year 1992.

Third-party referrals.--The IRS routinely receives referrals from third party sources.
These take many different forms and often different routes to the IRS. In many cases, taxpayers
write to the IRS and provide information regarding an organization or individual that they believe

> IRM 7917.1.
* IRM 7916.
*® IRM 7918.
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warrants further investigation by the IRS. In other cases, taxpayers may write to their
Congressman or to the President, who, in turn, forward the information to the IRS. The manner
in which the IRS processes such correspondence is discussed in further detail in Part V.C.

Another important third party source of information regarding taxpayer activities is the
media. Reliance on media articles as a source of information regarding potential areas of
noncompliance is not a new phenomenon. For example, the IRS National Office FY 1990
Workplan specifically states that one measure to be taken into account in identifying
organizations most in need of examination is periodic reviews of media sources to identify
potential areas of noncompliance.®” To this end, a 1991 IRS internal study recommended
improved access to Federal Election Commission data and recommended funding for an
inexpensive clipping service for newspaper articles. The IRS National Office FY 1992 Workplan
generally stressed identification of noncompliance areas through such resources as informational
referrals from the public, other IRS functional areas, media coverage, and condition codes. The
IRS National Office FY 1993 Workplan also noted that Key District Offices should use news
reports and information referrals as potential sources of information for locally identified
initiatives.

In general, referrals constitute a minority of time spent on examinations, and third party
referrals an even smaller percentage of the case load. Less than 8 percent of roughly 5,600
organizations under examination in 1997 involved referrals from any source, including IRS
internal referrals and other government agency referrals. In 1996, 5,800 cases were closed; of
those, 612 (11 percent) resulted from referrals from all sources (approximately one half of
referrals came from the determination letter process).

3. Internal Revenue Manual procedures for classification and selection of returns

In general

The returns classification program generally is under the supervision of the Chief of the
Employee Plans and Exempt Organization Division in each IRS Key District Office. Each
Employee Plans and Exempt Organization Division Key District Office is required to establish
and maintain a quality classification review system to make certain that the returns disclosing the
greatest need of examination are selected for assignment to the examination groups.™®

5" Other measures included participation in multi-functional and inter-governmental
investigations and examinations, and identification of organizations in need of examination
during determination letter processing.

8 IRM 7913.2.
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Each IRS Key District Office prepares a classification plan annually in accordance with
the guidelines and objectives identified in the application of the fiscal year workplan.® The plan
must ensure that each group has an adequate case load within the constraints of geographic
limitations and case grade.®® Overall, in determining the number of returns to be classified in any
given year, the Returns Program Manager must consider the number of returns to be examined
within the various types and sources, inventory on hand, actual selection rate experience,
overselection needed to provide geographical coverage, and to permit surveys of less productive
returns, returns from other sources (claims, referrals, pickups), etc.®* The Returns Program
Manager also must monitor returns in inventory to ensure that there is an adequate supply to
satisfy current and anticipated needs.®

The Returns Program Manager is only the first step in the selection process at the IRS
Key District Office level. Returns selected by the classifier are distributed out to groups
dispersed geographically through the region. Based on the classification plan, workload and case
grade requirements, group managers identify cases for assignment to the revenue agents in their
group. Both group managers and revenue agents have the authority to “survey” a return -- that is,
close it without an audit -- if they determine that it does not have adequate audit potential. An
agent or group manager may be required to explain why a particular return was surveyed, but
they retain absolute authority to do so. Thus, the examination process is decentralized; the
authority to initiate and conduct examinations rests with IRS career employees located in IRS
Key District Offices throughout the country.

With the exception of collateral or related exams, revenue agents cannot initiate
examination on returns that have not been identified through the classification process. Thus, if
an IRS employee identifies a tax-exempt organization or individual return that may warrant
examination, the employee would complete a referral form and the referral would work its way
through the classification process. The examination would not be assigned to the IRS employee
who initially made the referral.

Returns Program Managers

The Returns Program Manager manages the classification program. Each IRS Key
District Office must select classifiers with a wide range of expertise in the examination of

* IRM 7952.1.

% Returns selected are generally assigned by grade. Some returns have an assigned
grade; for others, a grade is assigned by the RPM. IRM 7943.1. Gross receipts and assets are the
primary factor in assigning case grade, but other factors play a part as well.

L IRM 7952.2.
%2 IRM 7953.3.
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returns.®®* The Joint Committee staff found that each IRS Key District Office made an effort to
rotate individuals through the classifier program.

IRS Key District Offices are required to select the most technically proficient specialists
for manual classification and screening to ensure that the classifier has the skills, technical
expertise, knowledge, and experience to recognize hidden as well as obvious issues.** Among
the factors to be considered in reviewing the performance of a Returns Program Manager are
whether classifiers (1) treat return issues consistently and (2) remain alert for patterns of problem
returns or possible abuse situations.®

Return selection process

Returns Program Managers select returns using a variety of different methods, including
computer or manual identification. Computer identification includes using SERFE or RICS.
Manual identification includes returns identified by information items, examination referrals or
referrals from other Federal agencies. All returns must be manually classified or screened.®
Accordingly, returns selected by computer classification must then be manually screened to
determine those which warrant examination.

Several “high interest” areas for selecting tax-exempt organization returns for
examination are listed in the Internal Revenue Manual.®” With respect to political and lobbying
activities, the Internal Revenue Manual states that “particular attention, especially in election
years, should be given these returns and the extent that political and lobbying activities appear
greater than usual.” In addition, the Internal Revenue Manual states that, in the examination of a
section 501(c) organization, particular emphasis should be placed upon the political activities of
the organization. For example, the Internal Revenue Manual states that IRS employees should
determine if Form 1120-POL has been filed, if required.

Handling of information referrals

The Internal Revenue Manual requires the IRS to retain records to measure classification
program accomplishments.®® A record-keeping system sufficient to provide information on all

% IRM 7913.2.

% IRM 7942.

% |IRM 7955.

% |IRM 7915 (Methods of Selection).
" IRM Exhibit 7910-1.

% |IRM 7913.2.
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referrals and to determine the location and disposition of them must be maintained.*® Forms
5666 relating to returns with no audit potential may be screened out and destroyed.” However, a
recordkeeping system must be maintained which provides an explanation for why a referral is
screened out. Information reports or referrals with good examination potential which are
screened due to excessive workload or require future action should be maintained in an
enforcement follow-up file by the Returns Program Manager or designee.

In 1990, in response to the IRS’s inability to answer Congressional inquiries as to the
disposition of materials provided regarding inappropriate activities of an exempt organization,
the IRS National Office issued a memo instructing the Key District Offices to provide
information on the disposition of all referrals that required a written response. These procedures
were followed until 1994. Modified procedures, described in Part V.C., now require the tracking
of the disposition of referrals.

Examination process

After a return is selected for examination, a revenue agent commences the examination by
contacting the taxpayer. Both the Internal Revenue Manual and the IRS training manual state
that IRS employees should explain the examination process to taxpayers at the initial interview.
Included with the initial letter is a copy of Publication 1 - Your Rights as a Taxpayer.” Until
fairly recently, IRS employees in the tax-exempt organization area generally were told in training
to be honest, but to avoid volunteering information as to why a particular taxpayer is under
examination. However, the Joint Committee staff found that IRS procedures appear to be
changing. One IRS Exempt Organization Group Manager indicated that he is now instructing his
employees to be more open with taxpayers regarding the reason for the examination (i.e., tell
them if the examination was started because of a news article or complaint without identifying
the complainant).

With regard to the scope of a tax-exempt organization examination, normally an IRS
employee is expected to pursue the examination to a point at which he or she can, with

% IRM 7916.
° IRM 7916.

"t IRM 7(10)00 Examination Procedures. The Internal Revenue Service Restructuring
and Reform Act of 1998 required the IRS to add to Publication 1 a statement which sets forth in
simple and nontechnical terms the criteria and procedures for selecting taxpayers for
examination. The statement must specify the general procedures used by the IRS, including
whether taxpayers are selected for examination on the basis of information in the media or from
informants.
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reasonable certainty, conclude that all items necessary for a proper determination of tax-exempt
status have been considered.”

4. Internal review of examinations

Under general procedures for review of examination cases, all completed case files go
through the Group Manager before closing and computations are verified.

Certain examination cases are selected for review by the Technical/Review staff. The
Review staff are experienced revenue agents who are selected to perform case reviews for a
period of 18 months to 3 years. An Exempt Organization reviewer is responsible for measuring
and reporting on the quality of the work of tax-exempt organization revenue agents and group
managers, as well as for efforts to improve the quality of the work of the tax-exempt organization
groups. The reviewers conduct training sessions for employees and group managers, prepare
memoranda on cases, and generally try to identify emerging issues of importance to the exempt
organization groups.

The reviewer’s work with respect to quality control takes two forms. First, under EQMS,
the reviewer completes a check sheet based on a review of a statistically valid sample of cases.

The second category of cases are those cases subject to mandatory review. There are
approximately 20 types of cases identified in the Internal Revenue Manual and in local
procedures that are subject to mandatory review. Among the types of cases designated for
mandatory review are proposed revocation or modification of tax-exempt status for an
organization described in section 501(c)(3), cases involving final revocation for other than a
section 501(c)(3) organization, and technical advice cases. With respect to these cases, the
Exempt Organization reviewer writes up managerial memoranda that are sent to the Revenue
Agent, the Group Manager, and the Division Chief. Such cases may be returned to the Revenue
Agents for additional work if the reviewer deems it necessary.

5. IRS National Office involvement in the handling of examinations relating to specific
taxpayers

In general

Because it has no direct line authority over the IRS Key District Offices, the IRS National
Office cannot direct an IRS Key District Office to initiate an examination of a specific taxpayer.
The IRS National Office does influence the examination workload of the IRS Key District
Offices through the annual work plan.

In addition, the IRS National Office forwards to the IRS Key District Offices information
items that come to the attention of IRS National Office personnel. These information items will

2 |RM 7(10)00.
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be in the form of media reports, Congressional inquiries, referrals from other agencies, and other
third-party inquiries. It is the policy of the IRS National Office to forward such information
items to the relevant IRS Key District Offices without comment on the substance. However, in
the course of its review of specific cases, the Joint Committee staff identified certain instances in
which the stated IRS National Office procedure was not strictly followed.”

The IRS National Office generally does not get directly involved in the conduct of
examinations of tax-exempt organizations. From time to time, specialists in the IRS National
Office may be consulted informally by IRS Key District Office employees with respect to issues
raised in a specific examination or formally through the technical advice request process.

Technical advice requests

The IRS National Office will become directly involved in issues raised by examinations
when an IRS Key District Office submits a technical advice request to the IRS National Office.
Technical advice is guidance furnished by the IRS National Office as to interpretation and proper
application of internal revenue laws, related statutes, and regulations, to a specific set of facts. It
is furnished to help IRS personnel take consistent positions on legal issues.

The IRS Key District Office District Director or an Appeals Officer may request technical
advice on any technical or procedural question that develops during the consideration of a case.

While a case is under the jurisdiction of an IRS Key District Office District Director or an
Appeals Office, a taxpayer may request that an issue be referred to the IRS National Office for
technical advice on the grounds that a lack of uniformity exists as to the disposition of the issue,
or that the issue is so unusual or complex as to warrant consideration by the IRS National Office.
In these cases, if the IRS office having jurisdiction agrees, technical advice must be requested.

Internal Revenue Manual procedures encourage an IRS Key District Offices to submit
requests for technical advice on any technical or procedural questions arising at any stage of the
proceedings in the IRS Key District Office or Appeals Office. Under the Internal Revenue
Manual guidelines, the request should be made at the earliest stage in the proceeding after it is
evident that the question cannot be resolved on the basis of law, regulations, or a clearly
applicable revenue ruling or other published precedent.

Technical advice requests submitted to the IRS National Office must contain the entire
examination file, including all supporting documents. If the examination file is very voluminous,
the submitting office may make a written request in advance of submitting the technical advice
request that the IRS National Office approve the omission of specific portions of the file. The
request must provide a list of all documents that the submitting office wishes to omit and the
specific reason for the requested omission.

3 See the discussion in Part I11.C.
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6. Training of IRS employees with respect to handling of exempt organization
examinations

Exempt organization examining agents complete certain basic training similar to the
training provided to determination letter specialists. In addition, new agents complete Exempt
Organization Examinations, which is a course that provides specialized knowledge of Exempt
Organization examination techniques and procedures. This course takes 18 classroom days and
three weeks of on the job training. From time to time, specialized training is available on
specific Exempt Organization issues such as farmer’s cooperatives.

In addition to the training program for new IRS agents, the IRS maintains a continuing
education program, which is generally 40 hours per year. Each IRS Key District Office is
expected to send participants and instructors to the annual continuing education program.

7. Role of IRS Office of Chief Counsel in examination process

In general

The lawyers in the IRS Office of Chief Counsel perform a variety of functions. The
lawyers in the IRS Office of Chief Counsel participate in the development of regulations, rulings,
and other published guidance. These lawyers become involved in specific taxpayer cases by (1)
working on private letter rulings, field service advice, and technical advice, and (2) providing
litigation support.

The tax-exempt organization area is different from other technical areas in that rulings
and determinations are handled through the Commissioner’s office, rather than through the IRS
Chief Counsel’s office (as with private letter ruling relating to individual or corporate taxpayers).

IRS District Counsel attorneys

IRS District Counsel attorneys generally are responsible for providing assistance to the
Key District Offices. IRS District Counsel’s role in exempt organization matters depends on
whether the case is in litigation. With respect to cases in litigation in Tax Court, the IRS District
Counsel’s office is the primary responsible party for litigating the case. The IRS District Counsel
office’s role is primarily advisory on cases in other than the Tax Court (i.e., the Department of
Justice is the primary litigator). The Key District Offices can seek advice — sometimes written
and sometimes verbal — from IRS District Counsel. As a practical matter, IRS District Counsel
provides procedural and some technical legal assistance during an audit.

Although IRS District Counsel has no formal role in the conduct of an examination, IRS
District Counsel attorneys serve as a resource for the field on substantive and procedural legal
issues. The Joint Committee staff’s review of the process disclosed that it is not uncommon for
IRS District Counsel attorneys to be involved in cases, particularly complex cases, from the
outset. In addition to providing traditional formal and informal legal advice, IRS District
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Counsel may participate in taxpayer interviews, assist in evaluating materials provided by
taxpayers, suggest possible lines of further inquiry, and assist the Key District Office in preparing
materials for IRS National Office review.

IRS Chief Counsel attorneys in the IRS National Office

There is both formal and informal interaction between the Associate IRS Chief Counsel,
Employee Benefits and Exempt Organizations and the Exempt Organizations Division of the IRS
National Office with respect to tax-exempt organization issues. Private letter rulings and
technical advice memoranda may be referred formally to IRS Chief Counsel for review. With
respect to taxpayer conferences, IRS Chief Counsel attorneys may or may not be invited to attend
by the Exempt Organizations Division. The responsibility for drafting revenue rulings and
procedures rests with the Exempt Organizations Division with assistance from the IRS Chief
Counsel’s office. The responsibility for drafting regulations rests with IRS Chief Counsel.
Published guidance must be approved by the Commissioner of Internal Revenue, IRS Chief
Counsel, and the Treasury Assistant Secretary for Tax Policy.

The IRS Office of Chief Counsel may also assist the Assistant Commissioner’s office
informally on difficult legal issues. With respect to specific taxpayer cases, the IRS Chief
Counsel’s role is more reactive. The Assistant Commissioner or the Exempt Organization
Division may request IRS Chief Counsel’s guidance either formally or informally. Under IRS
procedures, IRS Chief Counsel or IRS District Counsel must sign off on every final revocation of
tax-exempt status (and denials of section 501(c)(3) status), but not on every adverse action taken
by the IRS.

8. Special procedures for Church tax inquiries

In general

As described below, special rules apply to IRS audits of churches.” These rules were
established by Congress in recognition of maintaining church/State separation. The intent of the
rules is to provide special procedural safeguards in connection with IRS involvement with
churches.

Requirement of reasonable belief before commencing a church tax inquiry

In general, the IRS may begin a church tax inquiry or examination only if the IRS
regional commissioner (or a higher official) reasonably believes, on the basis of facts and
circumstances recorded in writing, that an organization (1) may not qualify for tax exemption as
a church, (2) may be carrying on an unrelated trade or business, or (3) otherwise may be engaged
in taxable activities. A church tax inquiry is defined as any inquiry to a church (other than an
examination) that serves as a basis for determining whether the organization qualified for tax-

" Code sec. 7611.
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exemption as a church or whether it is carrying on an unrelated trade or business or otherwise is
engaged in taxable activities. An inquiry is considered to commence when the IRS requests
information or materials from a church of a type contained in church records, other than routine
requests for information or inquiries regarding matters that do not primarily concern the tax
status or liability of the church itself. For purposes of these rules, a church includes (1) any
organization claiming to be a church, or (2) a convention or association of churches. For
purposes of these procedures, a church does not include church-supported schools or other
organizations incorporated separately from the church.

Notice requirement upon commencement of inquiry

Upon beginning a church tax inquiry, the IRS is required to provide written notice to the
church of the beginning of the inquiry. This notice must include (1) an explanation of the
concerns that gave rise to the inquiry and the general subject matter of the inquiry, (2) a general
explanation of the provisions of the Code that authorize the inquiry or that otherwise may be
involved in the inquiry, and (3) a general explanation of administrative and constitutional
provisions applicable to the inquiry, including the right to a conference with the IRS before an
examination of church records takes place. A church tax inquiry notice must be signed by the
appropriate regional commissioner. Although practices vary by region, church tax inquiries are
generally reviewed at all levels of the EP/EO division, as well as at the District and Regional
Counsel levels.”

Second notice and offer of IRS conference

The IRS may examine church records or religious activities only if, at least 15 days before
the examination, the IRS provides written notice to the church and to the IRS regional counsel of
the proposed examination. This tax examination notice is in addition to the tax inquiry notice
previously provided to the church and, like the church tax inquiry notice, is generally subject to
review at all levels culminating with the Regional Commissioner on the technical side and with
the regional counsel on the legal side.

The notice of examination is required to include (1) a copy of the church tax inquiry
notice previously provided to the church, (2) a description of the church records and activities
that the IRS seeks to examine, and (3) a copy of all documents that were collected or prepared by
the IRS for use in the examination and that are required to be disclosed under the Freedom of
Information Act (5 U.S.C. sec 552).

The IRS Regional Commissioner, as part of the notice of examination, must offer the
church an opportunity to meet with an IRS official to discuss the concerns that gave rise to the

> For example, the IRS Western Region instituted a procedure in 1997 that requires IRS
District Counsel pre-review of church tax notices of inquiry. If the IRS District Counsel agrees
that the notice meets the requirements of section 7611, it is forwarded to the Regional Counsel
for review, who, in turn, forwards it to the Regional Commissioner for final approval.
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inquiry and the general subject matter of the inquiry. The organization may request such a
meeting at any time prior to commencement of the examination. If the church requests a
meeting, the IRS is required to schedule a meeting within a reasonable time and may not examine
church records until after the meeting.

The notice of examination may not be sent to a church fewer than 15 days after the notice
of commencement of a church tax inquiry. Thus, at least 30 days must pass between the first
notice and the actual examination of church records.

If the IRS does not send a notice of examination within 90 days after sending the notice
of inquiry, the inquiry will be considered terminated. If the inquiry is terminated under this
provision, any further inquiry regarding the same or similar issues within a five-year period
requires the approval of the Assistant Commissioner Employee Plans and Exempt Organizations.

Notification of regional counsel

At the same time notice of an examination is provided to a church, the IRS is required to
provide a copy of the same notice to the appropriate IRS Regional Counsel. The Regional
Counsel then is allowed 15 days from issuance of the notice in which to file an advisory
objection to the examination. (This period is concurrent with the 15-day period during which the
IRS is prohibited from examining church records.)

Time limit on church tax inquiries and examinations

The IRS must complete any church tax inquiry and examination, and make a final
determination with respect thereto, no later than two years after the date on which the notice of
examination is supplied to the church. The running of this two-year period is suspended for any
period during which (1) a judicial proceeding brought by the church or its agents against the IRS
with respect to the church tax inquiry or examination is pending or being appealed, (2) a judicial
proceeding brought by the IRS against the church (or any official thereof) to compel compliance
with any reasonable IRS request for examination of church records or religious activities is
pending or being appealed, or (3) the IRS is unable to take actions with respect to the church tax
inquiry or examination by reason of an order issued in a suit involving access to third-party
records. The two-year period also is suspended for any period in excess of 20 days (but not in
excess of 6 months) in which the church or its agents fail to comply with any reasonable IRS
request for church records or other information.

The two-year period may be extended by mutual agreement of the church and the IRS.

Period for assessment and collection of tax

For examinations involving revocation of tax-exempt status where no return has been
filed, the IRS is limited initially to an examination of church records that are relevant to a
determination of tax status or liability for the three most recent taxable years preceding the date
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on which the notice of examination (i.e., second notice) is sent to the church. If the church is not
exempt for any one or more of those years, the IRS may examine relevant records and assess tax
(or proceed without assessment), as part of the same examination, for a total of six years
preceding the date of the notice of examination.

For examinations relating to unrelated business taxable income and if no return has been
filed, the IRS may assess or collect tax for the six most recent years preceding the date on which
the notice of examination is sent, with no additional limit on the period of church records which
may be examined.

For examinations involving issues other than revocation of exempt status or unrelated
business income (e.g., examinations relating to social security or other employment taxes), no
special limitation applies if no return has been filed.

The special periods of limitations for church tax liabilities do not increase an otherwise
applicable period of limitations if a return was filed by the church. Thus, a three-year limitation
period will apply where a church filed a tax return before an examination was held and did not
substantially understate income. The special periods of limitation for churches do not apply in
any case of fraud, willful tax evasion, or knowing failure to file a return which should have been
filed. The applicable period of limitations may be extended by mutual agreement of the church
and the IRS.

Declaratory judgment actions regarding tax-exempt status

A church is entitled to bring a declaratory judgment action once the IRS issues a revenue
agent’s final report (“30-day letter”) proposing to revoke a church’s tax-exempt status. Thus, in
a church tax examination, the agent’s final report is, in fact, a “90-day letter,” as the church has
90 days to file a petition for declaratory judgment, rather than 30 days, to appeal administratively
as provided in non-church examinations.

Regional counsel approval of final IRS determinations

Appropriate IRS Regional Counsel must approve, in writing, (1) any determination of
whether an organization does not have tax-exempt status as a church, (2) any determination of
whether such an organization is not a church that is entitled to receive tax-deductible
contributions, or (3) the issuance of a notice of deficiency to a church following a church tax
examination (or, in cases where deficiency procedures are inapplicable, the assessment of any
underpayment of tax by the church). Further, the Regional Counsel must state in writing that the
IRS has complied substantially with the church tax inquiry and examination procedures.

Prevention of repeated examinations

The IRS Assistant Commissioner (Employee Plans and Exempt Organizations) must
approve, in writing, any second tax inquiry or examination of a church, unless the first tax
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inquiry or examination resulted in (1) revocation of tax-exemption or an assessment of tax, or
(2) a request by the IRS for significant changes in church operational practices (including the
adequacy or sufficiency of records maintained to reflect income). The requirement of Assistant
Commissioner approval does not apply if the second church tax inquiry or examination does not
involve the same or similar issues as the preceding inquiry or examination. Additionally, the
requirement applies only to second examinations beginning within five years of the date on
which the notice of examination was sent to the church during the prior examination (or, if no
notice of examination was sent, the date of the notice of commencement of inquiry).

Exclusive remedy for IRS violation of special church tax procedures

Failure of the IRS to comply substantially with (1) the requirement that two notices be
sent to the church, (2) the requirement that a Regional Commissioner approve the
commencement of a church tax inquiry, or (3) the requirement that an offer of an IRS conference
with the church be made (and a conference held if requested), results in a stay in a summons
proceeding to gain access to church records (but not in dismissal of such proceeding) until these
requirements are satisfied. This is the exclusive remedy for any IRS violation of the church tax
inquiry and examination procedures.
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C. Processing of Inquiries and Information Relating to Tax-Exempt Organizations

1. IRS handling of information items

In general

The IRS has specific procedures for the handling of “information items.” Information
items are defined broadly by the IRS to include most information that comes to the attention of
the IRS outside of the normal scope of work on a taxpayer case. For tax-exempt organizations,
information items include (1) any original or copy of a document received from an external
source that alleges noncompliance with a tax law on the part of a tax-exempt organization, an
issuer of a tax-exempt bond, an instrumentality, a taxable entity, or an individual, or (2) a written
document prepared by an IRS employee that describes an issue relating to current or potential
noncompliance with a tax law identified by the IRS employee during the processing of an
assigned case or as a result of information received by other means, such as allegations received
during conferences with taxpayers.

The IRS National Office generally refers information items that it receives to the IRS Key
District Office with jurisdiction over the matter. Examples of information items that the IRS
National Office typically refers to IRS Key District Offices include the following:

» Letters submitted by the general public, a Member of Congress, or other
governmental official concerning a current, former, or purported tax-exempt
organization;

» Articles or program transcripts generated by the media concerning a current, former,
or purported tax-exempt organization or a class or type of tax-exempt organization;

» Application cases closed adversely or withdrawn, but the organization appears to be
operational,

» Application cases closed favorably, with indications the organization may engage in
noncompliant activity in the future;

» Private letter ruling cases closed adversely (or withdrawn), with indications that the
organization may have already entered into the transaction; or

« Submissions that indicate future activities may generate unrelated business income.

The IRS routinely receives inquiries and information regarding tax-exempt organizations
(and individuals related to such organizations). The IRS may receive an inquiry from a taxpayer
or his or her designated representative about the taxpayer’s tax matters. A Member of Congress
may inquire on a taxpayer’s behalf.

Deficiencies in IRS handling of information items

IRS Key District Office procedures for handling referrals.--Regardless of the source of
the information or where in the IRS such information is initially received, it is ultimately
forwarded to the IRS Key District Office with geographic jurisdiction over the taxpayer at issue
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for review and evaluation. The procedures according to which the four IRS Key District Offices
handle referrals underwent a dramatic transformation during the course of the Joint Committee
staff investigation. Immediately prior to the commencement of the Joint Committee staff
investigation, the Internal Audit review and work done by the Treasury Inspector General had
revealed deficiencies in the manner in which the IRS Key District Offices processed, screened,
and controlled information items. There were no national procedures in place and these audits
revealed, and the Joint Committee staff investigation confirmed, that two of the four IRS Key
District Offices had no local procedures either. The other two IRS Key District Offices had
incomplete procedures. None of the IRS Key District Offices had recordkeeping systems
adequate to track information items from receipt to disposition. In addition, as then permitted
under the IRM, referrals not selected for examination were destroyed shortly after evaluation at
three of the IRS Key District Offices. In every IRS Key District Office, items were evaluated
based on the reviewer’s experience and not in accordance with a prescribed set of guidelines.

IRS Key District Office practices.--The Midstates Key District Office based in Dallas had
no local procedures for processing information items/referrals. In general, referrals were
centralized in the Planning and Special Projects branch where they were evaluated for
examination potential by the Return Classification Specialist. No log was maintained of
referrals. Referrals with audit potential were entered on AIMS; non-examined referrals were
destroyed shortly after evaluation. In January, 1997, the Midstates Key District Office instituted
new procedures for tracking referrals through the RICS system.

In the Northeast Key District Office based in Brooklyn, local procedures were in place for
processing and tracking referrals. In general, referrals were received in the Returns Program
Manager branch. Referrals normally would be attached to Form 5666 and filed in a pending file
until the tax return for the year at issue is filed. Referrals were not tracked until they were
evaluated by the RCS for audit potential. At that point, a handwritten log of referrals was
maintained, which detailed the source of the referral as well as the disposition of the referral.

The Northeast Key District Office maintained non-examined referrals for two years.

The Western Key District Office based in Los Angeles did have local procedures
instituted in 1994. Under these procedures, referrals were centralized in the Classification
Branch. Referrals with examination potential generally were sent out to groups for examination
consideration. Referrals were entered into a logbook when received and were tracked manually.
Referrals that did not result in examinations were destroyed almost immediately.

In the Southeast Key District Office based in Baltimore, the Exempt Organization Branch
Chief received all IRS National Office referrals. Other referrals were forwarded to the
Classification Branch for screening. If the referral did not result in selection of a return for
examination, it was destroyed after six months. New procedures were implemented in March,
1997 following the consolidation of the Baltimore and Atlanta districts. Under the new
procedures, all referrals are forwarded to the Classification Branch and entered into a data base
tracking log. The Return Classification Specialist completes a classification record documenting
decisions made regarding the referral item (e.g., examination potential, no examination
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potential). A review board consisting of the two Exempt Organization Branch Chiefs and the
Chief of the Technical Branch meets regularly to screen out and select information referrals for
examination. Although the field may survey these returns, they must prepare a form indicating
the basis for the survey. In addition, Branch Chief and Division Chief approval is required for all
surveyed returns. If the item does not result in an examination, it is retained for two years. A
database tracking system indicates the disposition of all referrals. In 1997, the IRS National
Office estimated that organizations in the Washington D.C. area (and thus, within the jurisdiction
of the Southeast Key District Office) constituted 70 percent of all information items received in
the IRS National Office.

IRS Office of Inspection investigation and audit.--In July, 1997, the IRS Office of
Inspection completed an investigation into allegations of outside intervention in the employee
plans and exempt organization compliance programs. While the investigation did not find any
evidence of improper outside influence, it did identify a number of internal control vulnerabilities
in the IRS National Office and IRS Key District Office tax-exempt organization operations.’
These weaknesses included lack of adequate controls over information items. The Report of
Investigation noted that information items were destroyed in the IRS Key District Offices if the
related returns were not selected for examination, and the IRS Key District Offices did not
document the reasons information items did or did not result in examinations. The Report
further noted that internal control vulnerabilities may have contributed to an impression by
Congress, other tax-exempt organizations, and the general public that the IRS’s examination and
determination processes for tax-exempt organizations are susceptible to manipulation by
individuals or organizations that utilize the media and/or congressional complaints to voice
political views. The internal control vulnerabilities also impacted the IRS’s ability to refute
readily the allegations of improper outside influence.

Between August and December, 1997, the Internal Audit function of the IRS Office of
Inspection conducted a national audit to evaluate the procedures and controls established by the
IRS National Office with respect to the processing of information items to ensure that consistent
actions were taken, properly documented, and the Federal Government’s interest was protected.”’
Beginning in March, 1997, the Joint Committee staff also reviewed IRS National Office and IRS
Key District Office procedures and controls. The two investigations were conducted separately,
and the Joint Committee staff did not become aware of Internal Audit’s conclusions until
issuance of their report in June, 1998. However, both investigations identified the same basic
procedural problem. This problem was that there was a lack of written procedures and
inconsistent practices at the IRS National Office and in the Key District Offices for receipt,

’® The Report also noted that requests for technical advice and assistance referred to the
IRS National Office were often subject to significant delays.

" The audit also evaluated IRS National Office procedures and controls over the
processing of applications for tax-exempt status and requests for technical advice to ensure that
the taxpayers involved were afforded prompt decisions and that all applicable taxes were
assessed when appropriate.
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control, and retention of information items. Procedures for the processing and retention of
information items were issued to the field in December, 1997.

The report issued by Internal Audit in June, 1998, stated that, prior to its investigation,
controls over information items were deficient. The report noted that in December 1997, IRS
management took steps to require each IRS Key District Office to maintain a record keeping
system that tracks the receipt and disposition of all information items. Internal Audit found that
controls needed to be further strengthened. Specifically, Internal Audit recommended:

» Establishing time standards for the IRS Key District Offices to evaluate the
information items;

» Ensuring that the AIMS management information system properly identify the sources
of the information item;

» Requiring the submission of periodic reports from the IRS Key District Offices to the
IRS National Office with overall statistics regarding the status of information items,
including the number and date of information items received, awaiting classification,
selected/not selected for examination, and/or identified for further action;

» Strengthening controls for information items received in the IRS National Office; and

» Establishing standardized retention periods for information items and source
documents.

The IRS National Office procedures issued in December 1997 addressed each of these
recommendations prior to issuance of the final Internal Audit report.

In July, 1998, in response to the Internal Audit findings, the IRS National Office issued
revised Division Operating Procedures which addressed, among other items, the processing of
information items. While these procedures generally codified existing practice, they also were
intended to ensure consistent, standardized treatment of information received at the IRS National
Office and forwarded out to the field.

The following is a description of IRS procedures for handling information and inquiries
received from external sources. In general, the IRS National Office correspondence tracking
system will track these types of information items until they reach the IRS Key District Offices.
At that point, the IRS Key District Office tracking system will track the information item.

IRS procedures relating to handling of third party information

In general

Third party information refers to information received by the IRS in connection with
specific taxpayer matters. This information can take a number of forms -- correspondence from a
taxpayer, correspondence from a Congressman, media reports, and other information items that
come to the attention of IRS employees. Correspondence and information items come to the IRS
at many different levels. In its investigation, the Joint Committee staff focused primarily on
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information received at the IRS National Office, although IRS Key District Office procedures
were also reviewed.

The IRS Office of Legislative Affairs is responsible for controlling the Commissioner’s
mail, as well as correspondence from Members of Congress, the White House, Treasury Office
of the Executive Secretariat, and the Treasury Assistant Secretary for Legislative Affairs. All
correspondence received at the IRS Office of Legislative Affairs is controlled on the Executive
Control Management System (“ECMS”), a paperless tracking system designed to manage and
control correspondence. As of January 20, 1997, ECMS was implemented in the IRS National
Office and the four Regional Offices. Prior to the introduction of ECMS, IRS Office of
Legislative Affairs controlled correspondence on two separate tracking systems -- a
Congressional Correspondence Tracking System (“CCTS”) and the Commissioner’s Mail
Tracking System (“CMTS?”).

Under ECMS, inquiries related to tax-exempt organizations are forwarded to the
Assistant Commissioner Employee Plans and Exempt Organizations. The Assistant
Commissioner Employee Plans and Exempt Organizations also receives correspondence directly.
Such correspondence is sent to IRS Office of Legislative Affairs for initial processing and then is
forwarded to the appropriate division in the Assistant Commissioner’s office.

In general, the procedures for handling information items are the same irrespective of the
source. These procedures are discussed in detail below. In addition, certain special procedures
apply with respect to correspondence and information received from Members of Congress.
These special procedures are also discussed.

Handling of information items

IRS National Office procedures.--The following IRS National Office procedures for the
handling of information items have been instituted.

An electronic database is maintained for each information item received. The database
contains the following information:

» A designated identification number with the numbers running sequentially for each
fiscal year (e.g., 980001, 980002, etc.). A single identification number is assigned to
an information item, even if such item contains multiple allegations.

« A case control number.

» The name and address of the information source, or the name and office symbols for
the IRS employee who identified the issue(s).

e The name, employer identification number (EIN), and address of the subject of the
information item. No social security number is listed for an individual.

» The date of receipt of the information item from an external source or the date of the
identification of the issue(s) by an IRS employee.
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« The AIMS source code to describe the root source of the information item (e.g., third
party informant, media report, Member of Congress or the White House, Department
of Justice, etc.).

» A numeric code for the recipient of the referral (e.g., Assistant Commissioner, etc.).

« The date the information item was referred to another office.

This database is maintained by Projects Branch 2 in the IRS National Office Exempt
Organizations Division. Upon request, the branch generates an Information Items Referral
Report that identifies the subjects, sources, and date of disposition of all information items.

IRS National Office procedures require that, for general and congressional
correspondence cases involving information items, each technical employee and manager will
document fully the action taken with respect to such items. The documentation must, at a
minimum, contain entries indicating the date of receipt, the referral recommendation, the referral
decision, and the office to which the information item was referred.

Under IRS National Office guidelines, there is no IRS National Office evaluation of
information items received from external sources to address the potential need for examination of
a tax-exempt organization. All such information items are required to be referred promptly to the
appropriate IRS Key District Office for its evaluation of examination potential or to another
appropriate office without commenting on the merit of the information. If the information item
pertains to an entity with an application for exemption pending in the field, the information item
is referred to the Ohio Key District Office. If the information item pertains to an application
pending in the IRS National Office, it will be forwarded to the appropriate Technical Branch.

After determining which office has jurisdiction over the subject of the information item,
IRS National Office employees prepare an acknowledgment to the external source of the
information item. The response to members of the public will acknowledge receipt of the
information item and provide the address of the office having jurisdiction to which any further
related information should be provided. The response to Members of Congress and other
government officials will acknowledge receipt of the information item, provide a brief
explanation of relevant legal requirements applicable to the subject of the information item, and
provide the name and telephone number of an appropriate IRS National Office contact to provide
additional explanation of the legal requirements.

A referral memorandum is prepared to transmit the information item to the appropriate
recipient. The original information item is attached to the referral memorandum. The following
paragraphs are required to be used in the referral memorandum:

Information received independent of any other work item —
We received the attached information item dated (insert date) from (insert name of
external source). The information item pertains to (name of
organization/individual whose activities are covered by exempt organization law).
We are referring it to you for any action you deem necessary. For your
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information, we have also attached a copy of our response to (insert name of
external source). If you have any questions, please contact (name and telephone
number).

Information received in conjunction with other work item —
As part of our case processing, we identify certain issues which may be indicative
of potential compliance problems. We are referring the attached description of
issue(s) to you, along with the administrative file, for whatever action you deem
necessary. If you have any questions, please contact (name of Branch Chief) on
(phone number).

IRS Key District Office procedures.--Under current IRS procedures, IRS Key District
Offices are required to maintain a record keeping system or log that tracks the receipt and
disposition of all information items, including Forms 5666 (EP/EO Information Report), Form
5346 (Examination Information Report), IRS National Office referrals, and third party
information items or referrals of all kinds.

As part of this record keeping system, the IRS Key District Offices are required to ensure
that all decisions regarding actions relating to examination case selection or nonselection,
including the evaluation and disposition of all information items and source documents,
regardless of merit, are documented and associated with the referral record file.

The IRS Key District Offices are required to commence evaluation of information items
within 90 days of the date of receipt in the IRS Key District Office to ensure that prompt action is
taken on the information received. The classifier or designee is to determine whether the
information items have examination potential, no examination potential, or need additional
information.

The IRS is currently implementing a procedure by which IRS Key District Offices will be
required to analyze formally significant information items received about a tax-exempt
organization before initiating an examination or other enforcement action against the
organization which is the subject of the information item.” The procedure applies to information
items which contain evidence or allegations of inurement, political or lobbying activity, activity
that may be protected by the First Amendment, or illegal activity. It also applies to information
items concerning high impact or sensitive cases, evidence or allegations presented by a Member
of Congress or the White House, or cases in which review is desirable for reasons of fairness or
integrity.

When such an information item is received, a committee comprised of at least three
experienced tax-exempt organization technical employees (senior agents, returns classification
officers, and managers) convene to determine whether the information presented, together with
any information the IRS may already have in its possession about the organization, creates a

® These draft procedures became operational on June 1, 1999.
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reasonable belief that the facts alleged in the information item about the organization are true and
that further action by the IRS is warranted. In cases in which the reasonable belief standard
cannot be satisfied, the IRS will take no action on the basis of the information item. This new
level of review should help to ensure that the IRS does not respond too readily to negative items
about an organization that appear in the press or other media, or that are sent unsolicited to the
IRS by third parties.

The IRS Key District Offices are required to submit quarterly reports to the IRS National
Office on the status of information item processing. The report must include the following
cumulative fiscal year information (including the age of the cases):

o the number of information items received,

» the number of information items awaiting classification,

» the number of information items selected for examination,

» the number of information items not selected for examination, and
» the number of information items identified for follow-up action.

Each IRS Key District Office is required to ensure that all information items and source
documents referred to the IRS Key District Office are retained regardless of whether the return of
the subject organization is ordered or selected for examination. All information items and source
documents are retained and stored in a secure, systematic and retrievable manner for three years
from the close of the fiscal year in which the information item is received.

Congressional correspondence

IRS National Office procedures.--Special procedures apply to correspondence received
from Members of Congress, irrespective of the level in the IRS at which such correspondence is
received.” The IRS Office of Legislative Affairs is responsible for all correspondence from
Members of Congress. Congressional inquiries received in other offices must be forwarded to
Legislative Affairs for control and assignment.

Congressional correspondence is logged in on the ECMS system and forwarded to the
appropriate division director for response. In the case of correspondence relating to tax-exempt
organizations, the Exempt Organization Division Director would be the appropriate recipient.
Initial inquiries are imaged on ECMS and assigned a control number. Specific due dates for a
reply to the initiator will be established. For example, IRS procedures require responses to
Congressional inquiries within 5 workdays of the date the correspondence is received by the IRS.
The ECMS coordinator is responsible for updating the system to track the correspondence.

A case is considered closed for ECMS purposes only when a final reply has been sent.
The IRS Office of Legislative Affairs maintains copies of correspondence for two years and then

® The procedures for IRS National Office handling of Congressional calls and letters are
contained in IRM (Chapter 500 of IRM 1(15)29, the Correspondence Handbook.)
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it is destroyed. The ECMS system does not track final action on information items or referrals
forwarded to IRS Key District Offices.

In its report, Internal Audit recommended that the IRS National Office should maintain a
log of those information items forwarded to the IRS Key District Offices for classification, such
as date received, source, and date sent to the IRS Key District Office. They further
recommended that the IRS Key District Offices should advise the IRS National Office of the
disposition of these items. The IRS National Office has implemented these recommendations
with the modification that items will be tracked only on a cumulative basis so as not to impact
decision making on any specific referral.

IRS Chief Counsel procedures.--The IRS Office of Chief Counsel maintains a separate
log of all Congressional and other third party correspondence. Most of the Congressional
inquiries received on employee plans and exempt organization matters relate to issues other than
tax-exempt organization issues. In addition, most of the Congressional correspondence is a
forwarding of constituent mail. Direct letters from Members of Congress tend to be addressed to
the IRS Chief Counsel if there is a particular State concern about, or large number of constituents
affected by, an issue.

IRS Key District Office procedures.--There is no uniform tracking system for
Congressional correspondence received by IRS Key District Offices. Each Key District Office
District Director has discretion as to how to track. The Key District Office in Cincinnati and in
the Midstates and Western regions use the PROMIS system, which is a computerized tracking
system. The Key District Offices in Southeast and Northeast forward information to Customer
Service Branch, which maintains a manual log of correspondence that has the Congressperson’s
name, taxpayer’s name and date of receipt. Copies of correspondence typically are kept for short
periods of time (e.g., the Southeast Key District Office retains a hard copy of correspondence for
only 1 year.) The Internal Audit report stated that ultimately, the exempt organization function
needs to have an automated system for tracking information items to provide the IRS National
Office with query capabilities and the ability to generate reports. Until such a system is in place,
Internal Audit recommended using AIMS to record and control information items, regardless of
the final disposition. Previously, items were not entered onto the AIMS system unless they
resulted in an examination. The Exempt Organizations Division is implementing a tracking
system on RICS to satisfy the Internal Audit report recommendation.

In the case of Congressional correspondence sent to an IRS Key District Office directly,
the Key District Office will prepare a response. If the correspondence is case specific, the
correspondence is forwarded to either the Taxpayer Advocate or the Customer Service Unit of
the applicable Technical Branch for handling and then is forwarded to the appropriate Branch
Chief for response. The inquiry is not generally sent to the revenue agent. If allegations of agent
misconduct are made in the correspondence, then there are specific procedures that must be
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followed.®’ The majority of Congressional correspondence sent to IRS Key District Offices
directly relate to the status of a tax-exempt organization matter pending before the IRS.

If Congressional correspondence is sent directly to a revenue agent handling a case, the
agent would note the contact in his or her case chronology log, but would not otherwise be
required to report the contact.

Congressional correspondence

During the period January 1, 1994, to April 22, 1997, the IRS National Office received
443 written and oral requests from Congressional offices relating to tax-exempt organization
matters. Table 4, below, categorizes these requests by year and by general subject matter. Of the
total number of requests during this period, 74 involved taxpayers or Members of Congress
objecting to or questioning the tax-exempt status of a particular organization; 26 raised specific
questions about the political campaign or lobbying activities of specific tax-exempt
organizations; 37 inquiries objected to revocation or potential revocation of tax-exempt status.
The majority of requests involved the determination letter process: 102 requested expedited
treatment of the determination letter application of a tax-exempt organization; 46 requested
information on the status of a determination letter request; and 86 requested assistance in
securing tax-exempt status.

8 Secs. 0.106 and 0.107(a)(3) of the Department of the Treasury Employee Rules of
Conduct, 31 C.F.R. Part O.
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Table 4.--1994-1997 CONGRESSIONAL INQUIRIES
RECEIVED BY THE IRS NATIONAL OFFICE
WITH RESPECT TO TAX-EXEMPT ORGANIZATIONS

ISSUE RAISED 1994 | 1995 | 1996 | 1997
Objects to/questions tax-exempt status of an organization 21 34 21 10
Seeks expedite of determination letter request 34 35 25 8
Seeks assistance obtaining tax-exempt status; supports 24 21 41 2
exemption application of an organization
Seeks status of application for tax-exempt status 26 17 3 1
Opposes denial of tax-exempt status; opposes revocation 12 7 18 5

of tax-exempt status; opposes IRS treatment of
organization

Questions lobbying/political/other activities of a tax- 6 6 11 3
exempt organization

Other 4 9 7 3

Total Requests: 126 129 115 115

! Through April 22, 1997.
2. Information relating to IRS matters sent to the Treasury Department

General policies with respect to information on IRS matters sent to Treasury Department

Treasury Department officials may receive communications from third parties containing
information relating to specific taxpayers. When such correspondence requires an answer that
involves taxpayer-specific information, it is Treasury Department practice to forward such
correspondence to the IRS for response. In some cases, to avoid the appearance of Treasury
involvement in taxpayer-specific matters, Treasury officials receiving such correspondence will
advise the writer to contact the IRS directly rather than forwarding the correspondence to the
IRS. If the correspondence discusses a specific taxpayer matter in the context of a general issue
of tax policy, the correspondence may be referred to the Treasury Office of Tax Policy for a reply
to only the tax policy issue.

When the Treasury Department receives oral communications from third parties
conveying information about specific taxpayers, Treasury officials generally inform the third
party to contact the IRS directly as the agency responsible for specific tax matters. Alternatively,
if the official believes that the third party is making a comment concerning a matter of tax policy,
the communication may be forwarded to the Treasury Office of Tax Policy. If the
communication addresses a specific taxpayer issue in the context of an issue of tax policy, such
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as a legislative proposal or a regulation, Treasury Office of Tax Policy staff may review the
information to the extent it is relevant for tax policy purposes. However, Treasury Department
personnel can only disclose tax information to the extent specifically authorized by the Internal
Revenue Code.

It is Treasury Department policy to advise third parties that the Treasury Department
exercises no authority over specific taxpayer matters and can consider only general questions of
tax policy that may be raised.

Treasury Department procedures for handling of correspondence relating to IRS matters

In general.--Since 1996, the Treasury Office of the Executive Secretariat has had a
computer imaging and document tracking system, the Executive Secretariat Correspondence
Control System, that has allowed for electronic distribution and storage of correspondence.
Correspondence profiles or summaries are recorded into this system. The routing of the
correspondence is determined on a case-by-case basis according to the subject matter, the author
of the correspondence, and other similar factors.

Files on correspondence and memoranda addressed to the Secretary or Deputy Secretary
are kept in the Executive Secretariat files in the Main Treasury building for two years before they
are sent to the Federal Records Center in Suitland, Maryland, where they are kept for 25 years
before being sent to the National Archives.

The Executive Secretariat Procedures Manual (January 1994) sets forth the guidelines for
determining due dates for required responses to correspondence. In the case of Congressional
correspondence, the due date is five working days and, in the case of other “VIP”
correspondence, the due date is seven working days. There are no written guidelines for
assigning priority status; incoming correspondence is reviewed on a case-by-case basis to see if
there are reasons why assigning priority status is appropriate (for example, action is requested by
a certain impending date).

Treasury Department correspondence relating to tax administration.—The Executive
Secretariat forwards “VIP” correspondence that is addressed to the Secretary of the Treasury or
Deputy Treasury Secretary and that concerns tax administration to the Correspondence Control
staff in the IRS Office of Legislative Affairs. The Executive Secretariat forwards public
correspondence that is addressed to the Secretary of the Treasury or Deputy Treasury Secretary
and that concerns tax administration to the Support Services Division of the IRS National Office.

White House correspondence relating to tax administration forwarded to the Treasury
Department.—Correspondence referred from the White House relating to tax administration is not
logged into the Executive Secretariat tracking system; rather, it is forwarded to the IRS unlogged
and handled by the IRS. Copies of IRS responses to such correspondence are sent, if at all,
directly to the White House.
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3. Information relating to IRS matters sent to the White House

In general

The IRS Office of Legislative Affairs routinely receives a large volume of mail forwarded
from the White House, most of which involves taxpayer complaints or inquiries or comments on
the complexity of the tax laws. A small percentage of this correspondence deals with issues
relating to tax-exempt organizations.

The White House has a policy of not forwarding correspondence from constituents
directly to the IRS. Rather, the White House sends materials from constituents to the Treasury
Department without expressing any view on the correspondence. The correspondence is not
separately identified and there is no formal transmittal/receipt document. In general, the White
House annotates “Treas/IRS bulk” on the top left corner of correspondence. The Treasury
Department will refer the correspondence to the IRS, as appropriate.

Thus, mail from the White House relating to matters within the jurisdiction of the IRS
generally is forwarded in bulk to the Treasury Office of the Executive Secretariat in a mail pouch
or similar container. Most correspondence received by the White House involving matters
related to the IRS is not logged onto any correspondence tracking system at the White House.
Occasionally, White House correspondence is sent directly to the IRS courier desk.®* For
example, the White House may periodically fax urgent correspondence to the IRS. Such a fax
might occur when a taxpayer faces imminent seizure of property.

The White House Office of Correspondence may log in Treasury Department
correspondence when a constituent seeks the President’s assistance in resolving a matter that falls
under the jurisdiction of the Treasury Department. The Correspondence Office will forward the
letter to the Treasury Department either with a copy of the White House response to the
constituent, or with a standard form referral memorandum. In cases that are time sensitive, the
Correspondence Office will fax the materials to the Treasury 